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corporation (CFC) that are treated as separate entities for
foreign tax purposes or partnerships in which CFCs are
partners. A public hearing on the proposed regulations will
be held on July 15, 1998.

EXEMPT ORGANIZATIONS

Announcement 98-29, page 48.
A list is given of organizations now classified as private foun-
dations.

ADMINISTRATIVE

REG-208299-90, page 26.

Proposed regulations under sections 482 and 864 of the
Code relate to rules for the allocation among controlled tax-
payers and sourcing of income, deductions, gains and
losses from a global dealing operation; rules applying these
allocation and sourcing rules to foreign currency transac-
tions and to foreign corporations engaged in a U.S. trade or
business; and rules concerning the mark-to-market treat-
ment resulting from hedging activities of a global dealing op-
eration. A public hearing will be held on July 9, 1998.



Mission of the Service

The purpose of the Internal Revenue Service is to collect
the proper amount of tax revenue at the least cost; serve
the public by continually improving the quality of our prod-

Statement of Principles
of Internal Revenue
Tax Administration

The function of the Internal Revenue Service is to adminis-
ter the Internal Revenue Code. Tax policy for raising revenue
is determined by Congress.

With this in mind, it is the duty of the Service to carry out that
policy by correctly applying the laws enacted by Congress;
to determine the reasonable meaning of various Code provi-
sions in light of the Congressional purpose in enacting them;
and to perform this work in a fair and impartial manner, with
neither a government nor a taxpayer point of view.

At the heart of administration is interpretation of the Code. It
is the responsibility of each person in the Service, charged
with the duty of interpreting the law, to try to find the true
meaning of the statutory provision and not to adopt a
strained construction in the belief that he or she is “protect-
ing the revenue.” The revenue is properly protected only
when we ascertain and apply the true meaning of the statute.

ucts and services; and perform in a manner warranting
the highest degree of public confidence in our integrity, effi-
ciency, and fairness.

The Service also has the responsibility of applying and
administering the law in a reasonable, practical manner.
Issues should only be raised by examining officers when
they have merit, never arbitrarily or for trading purposes.
At the same time, the examining officer should never hesi-
tate to raise a meritorious issue. It is also important that
care be exercised not to raise an issue or to ask a court to
adopt a position inconsistent with an established Service
position.

Administration should be both reasonable and vigorous. It
should be conducted with as little delay as possible and
with great courtesy and considerateness. It should never
try to overreach, and should be reasonable within the
bounds of law and sound administration. It should, howev-
er, be vigorous in requiring compliance with law and it
should be relentless in its attack on unreal tax devices and
fraud.



Introduction

The Internal Revenue Bulletin is the authoritative instrument
of the Commissioner of Internal Revenue for announcing offi-
cial rulings and procedures of the Internal Revenue Service
and for publishing Treasury Decisions, Executive Orders, Tax
Conventions, legislation, court decisions, and other items of
general interest. It is published weekly and may be obtained
from the Superintendent of Documents on a subscription
basis. Bulletin contents of a permanent nature are consoli-
dated semiannually into Cumulative Bulletins, which are sold
on a single-copy basis.

It is the policy of the Service to publish in the Bulletin all sub-
stantive rulings necessary to promote a uniform application
of the tax laws, including all rulings that supersede, revoke,
modify, or amend any of those previously published in the
Bulletin. All published rulings apply retroactively unless other-
wise indicated. Procedures relating solely to matters of in-
ternal management are not published; however, statements
of internal practices and procedures that affect the rights
and duties of taxpayers are published.

Revenue rulings represent the conclusions of the Service on
the application of the law to the pivotal facts stated in the
revenue ruling. In those based on positions taken in rulings
to taxpayers or technical advice to Service field offices,
identifying details and information of a confidential nature
are deleted to prevent unwarranted invasions of privacy and
to comply with statutory requirements.

Rulings and procedures reported in the Bulletin do not have
the force and effect of Treasury Department Regulations,
but they may be used as precedents. Unpublished rulings
will not be relied on, used, or cited as precedents by Service
personnel in the disposition of other cases. In applying pub-
lished rulings and procedures, the effect of subsequent leg-
islation, regulations, court decisions, rulings, and proce-

dures must be considered, and Service personnel and oth-
ers concerned are cautioned against reaching the same con-
clusions in other cases unless the facts and circumstances
are substantially the same.

The Bulletin is divided into four parts as follows:

Part .—1986 Code.
This part includes rulings and decisions based on provisions
of the Internal Revenue Code of 1986.

Part Il.—Treaties and Tax Legislation.

This part is divided into two subparts as follows: Subpart A,
Tax Conventions, and Subpart B, Legislation and Related
Committee Reports.

Part lll.—Administrative, Procedural, and Miscellaneous.
To the extent practicable, pertinent cross references to
these subjects are contained in the other Parts and Sub-
parts. Also included in this part are Bank Secrecy Act Admin-
istrative Rulings. Bank Secrecy Act Administrative Rulings
are issued by the Department of the Treasury's Office of the
Assistant Secretary (Enforcement).

Part IV.—Items of General Interest.

With the exception of the Notice of Proposed Rulemaking
and the disbarment and suspension list included in this part,
none of these announcements are consolidated in the Cumu-
lative Bulletins.

The first Bulletin for each month includes a cumulative index
for the matters published during the preceding months.
These monthly indexes are cumulated on a semiannual basis
and are published in the first Bulletin of the succeeding semi-
annual period, respectively.

The contents of this publication are not copyrighted and may be reprinted freely. A citation of the Internal Revenue Bulletin as the source would be appropriate.

For sale by the Superintendent of Documents, U.S. Government Printing Office, Washington, DC 20402.



Part I. Rulings and Decisions Under the Internal Revenue Code of 1986

Section 954.—Foreign Base sues posed by the use of certain entitieslly-transparent entities, such as grantor
Company Income that are regarded as fiscally transparemrtusts, will be the subject of guidance is-

for purposes of U.S. tax law, with regardsued in conjunction with the finalization
26 CFR 1.954-9T: Hybrid branches (temporary). to the application of subpart F of the In-of regulations under section 672(f).)

ternal Revenue Code. The entity classification regulations of
T.D. 8767 Subpart F was enacted by Congress 88301.7701-1 through 301.7701-3 (the
DEPARTMENT OF THE TREASURY Iimit _the deferral of U.S. ta_xation of cer-check?the_-box regulations)_ ma_ke entity
tain income earned outside the Unitedlassification generally elective, in part so
States by foreign corporations controlledhat taxpayers can choose a tax status that
by U.S. persons. Limited deferral was reis consistent with their business objec-
tained after the enactment of subpart F tdves. This administrative provision was
protect the competitiveness of controlleghot intended to change substantive law.
foreign corporations (CFCs) doing busiParticularly in the international area, the
ness overseas. See S. Rep. No. 18&hility to more easily achieve fiscal trans-
AGENCY: Internal Revenue Service87th Cong., 2d Sess. 78-80 (1962). Thisarency can lead to inappropriate results
(IRS), Treasury. limited deferral furthers the objective ofunder certain substantive international

allowing a CFC engaged in an activerovisions of the Code. Thus, the Trea-
ACTION: Temporary and final regula- business, and located in a foreign countrsury and the IRS believe that it is neces-
tions. for appropriate economic reasons, t@ary to provide additional guidance re-

_ , . __compete in a similar tax environment withyarding the use of hybrid entities in the

SUMMARY: This document contains o 5 owned corporations located imternational context. See preamble to
regulations relating to the treatment und

Ghe same country. TD 8697, 61 Fed. Re
. . . . , . Reg. 66585 (December
subpart F of certain payments involving Conversely, one of the purposes of subxg, 1996).

pranches of a controlled foreign Corporabart F is to prevent CFCs from converting
tion (CFC) that are treated as separate €y e income that is not easily moveabld. Hybrid Branches

tities for foreign tax purposes or partnery is earned in a jurisdiction in which a As announced in Notice 98-11 (1998—
ships in which CFCs are partners. Thesg iness is located for non-tax reason§,-R.B. 13), the Treasury and the IRS un-
regulations are necessary to provide guﬁ'{o passive, easily moveable income th&terstand that certain taxpayers are using
ance on transactions refating to such entls spigeq o a lower tax jurisdiction pri-arrangements involving hybrid branches
ties. These regulations will affect Unite%arily for tax avoidance. Moreover,to circumvent the purposes of subpart F
States s.hareholders of controlled foreig(hhen subpart F was first enacted it waésections 951 through 964 of the Code).
corporations. The text of these temporary, »ji,e that related person transactionEhese arrangements generally involve the
regulations also serves as the text of tr}f'an be easily manipulated to reduce botse of deductible payments to reduce the
proposed regulations published inyiieq states and foreign taxes. Conséaxable income of a CFC under foreign
REG-104537-97, page 21 of this Buly enty in enacting subpart F, Congres@w, thereby reducing that CFC's foreign
letin. provided that transactions of CFCs tha@x and, also under foreign law, the corre-
DATES: Effective date: These regula- INVolve related persons generally give ris§ponding creation in another entity of
tions are effective March 23, 1998. to subpart F income with certain enumerlow-taxed, passive income of the type to
Applicability date: For dates of applic- &t€d exceptions. _ o which subpart F was intended to apply.
ability see 881.904-5T(0), 1.954-1T(c)- Hybrid branches, Wh.'Ch’ by definition, Because of the structure of these arrange-
(1)(i)(E), 1.954-2T(a)(5)(iii) and are not regarded as flscally transparerﬁjﬂentS, hovyev_er, taquyers take the posi-
(a)(6)(ii), 1.954-9T(d) and 301_7701_unQer foreign law, are partmglarly welltion that this income is not taxed under
3T(f) of these regulations. suited to the type of tax avoidance desubpart F. Treasury and the IRS have
scribed above. In light of the recent proconcluded that use of these hybrid branch
FOR FURTHER INFORMATION CON- liferation of hybrid branches, Treasuryarrangements is contrary to the policies
TACT: Valerie Mark, (202) 622-3840 and the IRS believe that it is appropriat@nd rules of subpart F.
(not a toll-free number). to consider the issues related to transac-U.S. international tax policy seeks to
tions involving hybrid branches, or otherbalance the objective of neutrality of taxa-
hybrid entities, under subpart F. tion between domestic and foreign busi-
The use of partnerships that are fiscallpess enterprises (seeking neither to en-
transparent for U.S. tax purposes raisemurage nor to discourage one over the
I. In general additional issues in the context of subpaxther), while keeping U.S. business com-
In these temporary regulations and ifr that are similar to those raised irpetitive. Subpart F strongly reflects and
proposed regulations published irconnection with hybrid branches. Suclkenforces that balance, while the arrange-
REG-104537-97, the Treasury and IRBartnerships may or may not be fiscallyments described above involving hybrid
set forth a framework for dealing with is-transparent under foreign law. (Other fisbranches upset that balance.

Internal Revenue Service
26 CFR Parts 1 and 301

Guidance Under Subpart F
Relating to Partnerships and
Branches

SUPPLEMENTARY INFORMATION:

Background
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Explanation of Provisions amount is the excess of current earninds/brid branch payment that is similar to
i and profits over subpart F income, detetthe one contained in section 954(bh)(4).
Under these temporary regulations, hysineq after the application of the rules oomments are invited on whether the
brid branch payments, as defined in theg ions 954(b) and 952(c) and before theiles of §1.954-9T could cause inappro-
regulations, between a CFC and its hybridp,jication of these temporary regulapriate multiple recharacterizations where
branch, or between hybrid branches of thgyns. 1o the extent that the full amounthe hybrid branch payments are made
CFC may give rise to subpart F inCOM&qqyired to be recharacterized under thisirough a series of related hybrid entities.
When certain conditions are present, thgyqyision cannot be recharacterized be- The temporary regulations provide that
non-subpart F income of the CFC, in theayse it exceeds earnings and profits af-these provisions affect an entity that has
amount of the hybrid branch payment, igipytaple to non-subpart F income, therelected under §301.7701-3(c) to be
recharacterized as .s-ubpa.rt F income of the o requirement to carry such amountseated as an entity disregarded as sepa-
CFC. Those conditions include that: thgyack or forward to another year. rate from its owner, such an entity may
hybrid branch payment reduces the for- por purposes of determining theelect to be classified as a corporation, pro-
eign tax of the payor; the hybrid branchymount of taxes deemed paid under segided it fulfills certain requirements,
payment would have been foreign peron 960, the amount of non-subpart F innotwithstanding the sixty-month limita-

sonal holding company income if mad&:ome recharacterized as subpart F inconien in that section.
between separate CFCs; and there is a dig+reated as attributable to income in sep-

parity between the effective rate of tax oRyate foreign tax credit baskets in propord!- Related Provisions
the payment in the hands of the payee am@, to the ratio of non-subpart F income These temporary regulations provide
the hypothetical rate of tax that would, each basket to the total amount of norfules, contained in 81.954-1T(c)(1)(i)(B),
have applied if the income had been taxeg;ppart F income of the CFC for the taxt® Prevent expenses, including related
in the hands of the payor. Treasury angpie year. person interest expense which would nor-
the IRS are considering applying similar The temporary regulations providemally be allocable under section
principles with respect to the foreign basenat, under certain circumstances, th854(b)(5) to subpart F income of a CFC,
company services income rules of sectioppcharacterization rules will also apply tdfom being allocated to a payment from
954(e). Comments are requested on thiSCFC’s proportionate share of any hybridvhich the expense arises. The allocation
issue. Any regulations promulgated obhranch payment made between a partndiit applies: (i) to the extent such pay-
this issue will be prospective. ship in which the CFC is a partner and &ent is included in the subpart F income
Policies underlying subpart F wouldhybrid branch of the partnership, or beof the CFC; (ii) if the expense arises from
also be avoided in certain non-hybridween hybrid branches of such a partne@ny payment by the CFC to a hybrid part-
branch transactions that do not reduce thgip. When the partnership is treated dership in which the CFC is a partner; and
tax of the payor. Treasury and the IRS infiscally transparent by the CFC'’s taxingdiii) if the payment reduces foreign tax
vite comments on the extent to whichurisdiction, the recharacterization rulegind there is a significant disparity in tax
rules should be provided to address sucfte applied by treating the hybrid branctates between the payor and payee juris-
transactions. Any regulations promulpayment as if it had been made directlglictions.
gated on this issue will be prospectivepetween the CFC and the hybrid branch, These temporary regulations also ad-
Comments are also requested regarding as though the hybrid branches of theress the application of the related person
the application of these rules to dividengartnership had been hybrid branches @Xxceptions to the foreign personal holding
and other equity distributions. the CFC, as applicable. If the partnershipompany income rules in the context of
The temporary regulations make cleajs treated as a separate entity by the CF@eartnership distributive shares and trans-
that the CFC and the hybrid branch, or theaxing jurisdiction, the recharacterizatioractions involving hybrid branches. Under
hybrid branches, are treated as separaifles are applied to the partnership as if #ection 954(c)(3), foreign personal hold-
corporations only to recharacterize nonwere a CFC. Comments are requested &hg company income does not include
subpart F income as subpart F income Whether the rule for such non-fiscallycertain interest, dividends, rents and roy-
the amount of the hybrid branch paymentransparent partnerships should be relaxedties received from related corporations.
and to apply the tax disparity rule ofin the case of small ownership interests. These exceptions apply, in the case of in-
§1.954-9T(a)(5)(iv). For all other pur- The temporary regulations provide thaterest and dividends, when the related
poses (e.g., for purposes of the earningscome will not be recharacterized unlessorporate payor is organized in the coun-
and profits limitation of section 952), athere is a disparity between the effectiviry in which the CFC is organized and
CFC and its hybrid branch, or hybridrate at which the hybrid branch paymengses a substantial part of its assets in a
branches, are not treated as separate cig-taxed to the payee and a hypotheticélade or business in that country and, in
porations. tax rate that measures the tax savings tbe case of rents and royalties, when the
The temporary regulations provide thathe payor from the deductible paymentrent or royalty payment is made for the
the amount recharacterized as subpartThis provision is similar to the rule inuse or privilege of using property within
income is the gross amount of the hybri@1.954-3(b), and adopts the same pethe CFC’s country of incorporation.
branch payment limited by the amount ofentage tests as contained in that provi- The rules regarding the application of
the CFC’s earnings and profits attributsion. The regulations also provide a spehe related person exceptions with respect
able to non-subpart F income. Thigial high tax exception applicable to theo a CFC partner’s distributive share of

1998-16 |.R.B. 5 April 20, 1998



partnership income are part of the broaddr.954—-2T(a)(5)(iii) and (6)(iii), 1.954— Par. 3. 81.904-5T is added to read as
set of rules addressing distributive shar@T(d) and 301.7701-3T(f) of these regufollows:

issues in the context of subpart F conlations.

tained in the proposed regulations pub- §1.904-5T Look-through rules as

lished in REG—104537—97. Certain ru|e§peC|aI Analyses applied t_o controlled fore|g|_1_

relating to the related person exception |+ nas been determined that this Treaaorporatmns and other entities

with respect to a CFC partner’s distribugry gecision is not a significant regula- emporary).

tive share of partnership income, and cefgry action as defined in Executive Order (a) through (j) [Reserved]. For further
tain rules relating to the related person €266 Therefore, a regulatory assesguidance, see §1.904-5(a) through ().
ception with respect to hybrid branchesyent is not required. It has also been de- (k) Ordering rules—(1) In general. In-
howevgr, are included in these temporang mined that section 553(b) of the Adcome received or accrued by a related
regulations because they address a fagfinjstrative Procedures Act (5 U.S.Cperson to which the look-through rules
pattern similar to the one to which the hyznapter 5) does not apply to these regulapply is characterized before amounts in-
brid branch payment rules apply. No intions and, because the regulation does neftuded from, or paid or distributed by, that
ference is intended as to the treatmefifynose a collection of information Onperson and received or accrued by a re-
under existing law of such arrangementgma)| enities, the Regulatory Flexibility lated person. For purposes of determin-
in relation to the related party exceptionsact (5 U.s.C. chapter 6) does not applying the character of income received or
Under these rules, if the partnership répyrgyant to section 7805(f) of the Internaccrued by a person from a related person
ceives an item of income that reduces thgevenue Code, these temporary regulgthe payor or another related person also
Income taX_ of the paypr’ the related perﬁons will be submitted to the Chief Coun-recei\/es or accrues income from the re-
son exceptions of section 954(C)(3) applke| for Advocacy of the Small Businesgipient and the look-through rules apply
to exclude the income from the foreignygministration for comment on their im- 1o the income in all cases. the rules of
personal holding company income of th%act on small business. paragraph (K)(2) of this séction apply.

CFC partner only where: the exception Notwithstanding any other provision of
o g Inf .
would have applied if the CFC earned th®rafting Information this section, the principles of §1.954—

income directly (testing relatedness and N
country of inco):p(oratior? at the CFC part-, | "€ Principal author of these reguladT(c)(1)(i) will apply to any expense sub-
ner level); and either the partnership is 0'I_ions is Valerie Mark, of the Office of theject to that subparagraph.

ganized and operates in the CFC’s Couhﬁssociate Chief Counsel (International). (k)(2) through (n) [Reserved]. For fur-

try of incorporation, the partnership isOther personnel from the IRS and Treather guidance, see §1.904-5(k)(2) through

treated as fiscally transparent in thé¥" Department also participated in then). . .
y P development of these regulations. (o) Effective date. Section 1.904-

CFC'’s countries of incorporation and op- .

. . ST : . 5T(k)(1) applies on or after March 23,
eration, or there is no significant disparit :

! ! g Ispartty e oox 1998. For rules prior to March 23, 1998,

between the effective rate of tax imposed

on the income and the rate of tax thatdoption of Amendments to the see 81.904-5(k)(1). o ded

would be imposed on the income ifRegulations Par. 4. Section 1.954-0( )|$ amence
by revising the paragraph heading and the

earned directly by the CFC partner. ) ) .
The rules applying the related person Accordingly, 26 CFR parts 1 and 301entry for §1.954-0(b) in the list to read as

exceptions with respect to hybrid@® amended as follows: follows:

.branche's address transactiops illustratgsh o1 1 INCOME TAXES §1.954-0 Introduction.

in the first example of Notice 98-11

(1998-6 I.R.B. 13). These rules apply to Paragraph 1. The authority citation for oxooE ko

payments by a CFC to a hybrid branch 26 CFR part 1 continues to read in part as (b) Outline of §§1.954-0, 1.954—1 and
a related CFC. Under these rules, the résllows: 1.954-2.

lated person exceptions will apply to ex- Authority: 26 U.S.C. 7805 * * *

clude the payments from the foreign per- Par. 2. In §1.904-5, paragraph (o) i§1.954-0 Introduction.
sonal holding company income of theamended by adding a sentence at the end
recipient CFC only if the payment wouldto read as follows:

* * * * *

have qualified for the exception if the hy- ) (b) Outline of §81.954-0, 1.954-1, and
brid branch had been a separate CFC ift-904-5 Look-through rules as applied 1 g545.
corporated in the jurisdiction in which thelo controlled foreign corporations and * ok x * %

: i ther entities.
pf_i{]?:elgf[ is subject to tax (other than & Par. 5. Section 1.954-1 is amended by
withholding tax). A adding a new paragraph (c)(1)(iv) to read
IV. Effective Date. (0) * * * Paragraph (k)(1) of this sec- &S follows:

These regulations are effective Marclion does not apply on or after March 23§1.954_1 Foreign base company income.
23, 1998. For dates of applicability sed998. For rules applicable on or after
881.904-5T(0), 1.954-1T(c)(1)(i)(E),March 23, 1998, see §1.904-5T(k)(1). ook ok ko

April 20, 1998 6 1998-16 I.R.B.



(c)*** the tax disparity test of 8§1.954-accrued pursuant to arrangements entered
(1) *** 9T(a)(5)(iv) if those provisions had beerinto before March 23, 1998, see §1.954-1.
(iv) Effective date.Paragraph (c)(1)(i) applicable to the payment. (c)(2)(ii) through (f) [Reserved]. For
of this section does not apply to all (C) Limitations.Paragraph (c)(1)())(B) further guidance, see §1.954-1(c)(1)(ii)
amounts paid or accrued on or afteshall not apply to the extent that the cornthrough (f).
March 23, 1998, except for amounts paitrolled foreign corporation partner has no Par. 7. Section 1.954-2T is added to
or accrued pursuant to arrangements eimcome against which to allocate the exread as follows:
tered into before March 23, 1998, and ngiense, other than its distributive share of a . .
substantially modified (including, for ex- payment described in paragraph (c)(1)§1'9":’4_2_T Foreign personal holding
ample, by expansion of the arrangemeri)(B) of this section. Similarly, to the ex- company income (temporary).
(whether by exercise of an option or othtent an expense described in paragraph (1) through (4) [Reserved]. For fur-
erwise) such as by an increase in th@)(1)(i)(B) of this section exceeds theher guidance, see §1.954-2(a) through (4).
amount of or term of any borrowing, leascontrolled foreign corporation partner’s (5) Special rules applicable to distribu-
ing or licensing constituting the arrangedistributive share of the payment fromjye share of partnership incorag(i) Ap-
ment, changes in direct or indirect controlvhich the expense arises, such exceg$ication of related person exceptions
of any entity that is a party to the arrangeamount of the expense may reduce suyhere payment reduces foreign tax of
ment, or any similar measure which matepart F income (other than such paymenBayor. If a partnership receives an item of
rially increases the tax benefit of theo which it is properly allocable or appor-income that reduced the foreign income

arrangement) on or after March 23, 1998ionable under section 954(b)(5). tax of the payor (determined under the
For rules applicable on or after March 23, (D) Example. The following example principles of §1.954-97T(a)(3)), to deter-
1998, see 8§1.954-1T(c)(1)()). illustrates the application of paragrapline the extent to which a controlled for-
Par. 6. Section 1.954-1T is added tgc)(1)(i)(B) and (C) of this section: eign corporation’s distributive share of
read as follows: . . . .
Example. CFC, a controlled foreign corporation Such item of mco_me is foreign per59n3|
§1.954-1T Foreign base company in Country A, is a 70 percent partner in partnershi||5\0|d|ng company income, the exceptions
income (temporary). P, located in Country B. Country A's tax laws do notontained in section 954(c)(3) shall apply

classify P as a fiscally transparent entity. The rate an|y if—

(a) through (c)(1)(i) [Reserved]. Fort@xincountry Bis 15 percent of the tax rate in coun-  (ay1y Apy such exception would have

. A. Ploans $100 to CFC at a market rate of inter- : .
further guidance, see §1.954-1(a) througﬁ’t. In year 1, CFC pays P $10 of interest on thg_pplled to exclude_ the income _from for.—
(©)(2). loan. The interest payment would have caused tgN personal holding company income if
(c)(2)(i) Deductions against gross for-recharacterization rules of §1.954-9T to apply if théhe controlled foreign corporation had
eign base company incomgA) In gen- payment were made between the entities describetarned the income directly (determined

eral. [Reserved]. For further guidancen §1:954-9T(a)(2). CFCs distributive share of P'yy, testing, with reference to such con-

. Iinterest income is $7, which is foreign persona] . .
see 81.954-1(c)(2)(i). holding company income to CFC under sectioJrolled foreign corporation, whether an

(B) Special rule for deductible pay-gsa(c). under paragraph (c)(1)(i)(B) of this section€Ntity is a related person, within the
ments to certain non-fiscally transparent? of the $10 interest expense may not be allocatédeaning of section 954(d)(3), or is orga-
entities. Notwithstanding any other pro- against any of CFC's subpart F income. Howevenized under the laws of, or uses property
vision of this section, except as provided the extent the remaining $3 of interest expense i the foreign country in which the con-
in paragraph (c)(1)(i)(C) of this sectionfr:"p?r'y allocable to subpart F income of CFC otheg, o0 toreign corporation is created or

. . o . an its distributive share of P’s interest income, this .
an expense (including a distributive sharg,ense may offset such other subpart F income. 0rganized); and
of any expense) that would otherwise be (2) The distributive share of such in-
allocable under section 954(b)(5) against (E) Effective date.Paragraph (c)(1)- come is not in respect of a payment made
the subpart F income of a controlled for{i)(B), (C) and (D) of this section shallpy the controlled foreign corporation to
eign corporation shall not be allocatedpply to all amounts paid or accrued on ahe partnership; and
against subpart F income of the controlledfter March 23, 1998, except for amounts (B)(1) The partnership is created or or-
foreign corporation resulting from thepaid or accrued pursuant to arrangemenggnized, and uses a substantial part of its
payment giving rise to the expense if— entered into before March 23, 1998, andssets in a trade or business in the country

(1) Such expense arises from a paynot substantially modified (including, forunder the laws of which the controlled
ment between the controlled foreign corexample, by expansion of the arrangeforeign corporation is created or orga-
poration and a partnership in which thenent (whether by exercise of an option omized (determined under the principles of
controlled foreign corporation is a partneptherwise) such as by an increase in tr&1.954-2(b)(4));
and the partnership is not regarded as figsmount of or term of any borrowing, leas- (2) The partnership is regarded as fis-
cally transparent, as defined in §1.954ing or licensing constituting the arrangeecally transparent, as defined in §1.954—
9T(a)(7), by any country in which thement, changes in direct or indirect controdT(a)(7), by all countries under the laws
controlled foreign corporation does busiof any entity that is a party to the arrangesf which the controlled foreign corpora-
ness or has substantial assets; and ment, or any similar measure which matetion is created or organized or has sub-

(2) The payment from which the ex-rially increases the tax benefit of thestantial assets; or
pense arises would have met the foreigarrangement) on or after March 23, 1998. (3) The income is taxed in the year
tax reduction test of 81.954-9T(a)(3) andror rules applicable to amounts paid owhen earned at an effective rate of tax
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(determined under the principles of (iii) Effective date.The rules of this (D) Hybrid branches of a partnership in
81.954-1(d)(2)) that is not less than 98ection shall apply to all amounts paid owhich a controlled foreign corporation is
percent of, and not more than five percen&ccrued on or after January 16, 1998, ex-partner (either directly or through one or
age points less than, the effective rate @fept for amounts paid or accrued pursuantore branches or other partnerships).
tax that would have applied to such into arrangements entered into before Janu-(ii) Hybrid branch payment involving
come under the laws of the country irary 16, 1998, and not substantially modipartnership—(A) Fiscally transparent
which the controlled foreign corporation isfied (including, for example, by expan-partnership. To the extent of the con-
created or organized if such income wergion of the arrangement (whether byrolled foreign corporation’s proportion-
earned directly by the controlled foreigrexercise of an option or otherwise) suchte share of a hybrid branch payment, the
corporation partner from local sources. as by an increase in the amount of or terfles of paragraphs (a)(3), (4) and (5) of
(i) Certain other exceptions applicableof any borrowing, leasing or licensingthis section shall be applied by treating
to foreign personal holding company inconstituting the arrangement, changes ithe hybrid branch payment between the
come. [Reserved]. direct or indirect control of any entity thatpartnership and the hybrid branch as if it
(iii) Effective date.Paragraph (a)(5)(i) is @ party to the arrangement, or any simiyere made directly between the con-
of this section shall apply to all amountdar measure which materially increasegolled foreign corporation and the hybrid
paid or accrued on or after March 23the tax benefit of the arrangement) on dkranch, or as if the hybrid branches of the
1998, except for amounts paid or accruedfter January 16, 1998. partnership were hybrid branches of the
pursuant to arrangements entered into be- () through (h) [Reserved]. For furthercontrolled foreign corporation, if the hy-
fore March 23, 1998, and not substar@uidance, see 81.954-2(b) through (h). prig branch payment is made between—
tially modified (including, for example, ~Par. 8. Section 1.954-9T is added to (1) A fiscally transparent partnership in

by expansion of the arrangement (whethdfad as follows: which a controlled foreign corporation is

by exercise of an option or otherwise§1.954_9-r Hybrid branches a partner (either directly or through one or
such as by an increase in the amount of ﬁremporary). more branches or other fiscally transpar-
term of any borrowing, leasing or licens- ent partnerships) and the partnership’s hy-

ing constituting the arrangement, changes (a) Subpart F income arising from cer-brid branch; or
in direct or indirect control of any entitytain payments involving hybrid (2) Hybrid branches of a fiscally trans-
that is a party to the arrangement, or arlyranches—(1) Payment causing foreign parent partnership in which a controlled
similar measure which materially in-tax reduction gives rise to additional subforeign corporation is a partner (either di-
creases the tax benefit of the arranggpart F income. The non-subpart F in- rectly or through one or more branches or
ment) on or after March 23, 1998. come of the controlled foreign corpora-other fiscally transparent partnerships).
(6) Special rules applicable to excep-+ion will be recharacterized as subpart F (B) Non-fiscally transparent partner-
tions from foreign personal holding com-income, to the extent provided in paraship. To the extent of the controlled for-
pany income treatment in circumstancegraph (a)(5) of this section, if— eign corporation’s proportionate share of
involving hybrid branches-(i) In gen- (i) A hybrid branch payment, as defineda hybrid branch payment, the rules of
eral. In the case of a payment between im paragraph (a)(6) of this section, igaragraphs (a)(3) and (4) and (a)(5)(iv) of
controlled foreign corporation (or its hy-made between the entities described ithis section shall be applied to the non-fis-
brid branch, as defined in §1.954—9T(a)paragraph (a)(2) of this section; cally transparent partnership as if it were
(6)) and the hybrid branch of a related (ii) The hybrid branch payment reduceshe controlled foreign corporation, if the
controlled foreign corporation, the excepforeign tax, as determined under paraiybrid branch payment is made be-
tions contained in section 954(c)(3) shaljraph (a)(3) of this section; and tween—
apply only if the payment would have (iii) The hybrid branch payment is (1) A non-fiscally transparent partner-
qualified for the exception if the payortreated as falling within a category of forship in which a controlled foreign corpo-
were a separate controlled foreign corpaeign personal holding company incomeation is a partner (either directly or
ration created or organized in the jurisdicunder the rules of paragraph (a)(4) of thithrough one or more branches or other
tion where foreign tax is reduced and theection. partnerships) and the partnership’s hybrid
payee were a separate controlled foreign (2) Hybrid branch payment betweenbranch; or
corporation created or organized underertain entities—(i) In general. Para- (2) Hybrid branches of a non-fiscally
the laws of the jurisdiction in which thegraph (a)(1) of this section shall apply tdransparent partnership in which a con-
payment is subject to tax (other than aybrid branch payments between— trolled foreign corporation is a partner (ei-
withholding tax). (A) A controlled foreign corporation ther directly or through one or more
(i) Exception where no tax reductionand its hybrid branch; branches or other partnerships).
or tax disparity. Paragraph (a)(6)(i) of (B) Hybrid branches of a controlled (C)Examples.The following examples
this section shall not apply unless the payereign corporation; illustrate the application of this paragraph
ment would have met the foreign tax re- (C) A partnership in which a controlled(a)(2)(ii).
duction test of §1.954-9T(a)(3) and thdoreign corporation is a partner (either di-
tax disparity 'Fest of §1.954—9T(a)(5)(iv) ifrectly or through one or more pranches Qon in Country A is a 90 percent partner in partner-
those provisions had been applicable tother partnerships) and a hybrid branch @his p, which is treated as fiscally transparent under
the payment. the partnership; or the laws of Country A. P has a hybrid branch, BR,

Example 1. CFC, a controlled foreign corpora-
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in Country B. P makes an interest payment of $10fhent will be treated as included within aules of sections 952(c) and 954(b). Fur-
to BR. Under Country A law, CFC's 90 percenteategory of foreign personal holding comther, such amount is determined by treat-
share of the payment reduces CFC's Country A i 0 'income if, taking into account anying the controlled foreign corporation and
come tax. Under paragraph (a)(2)(ii)(A) of this sect . ] . . .
tion. the recharacterization rules of this section arsP€CIfic exceptions for that category, thall of its hybrid branches as a single cor-
applied by treating the payment as if made by CF@ayment would be included within a cateporation.

to BR. Ninety dollars of CFC’s non-subpart F in-gory of foreign personal holding company (iii) Recharacterization limited to gross
come, to the extent available, and subject to thycome if the branch or branches weramount of hybrid branch paymestA)
earnings and profits and tax rate limitations oo 5104 a5 separately incorporated for U.81 general. The amount recharacterized
§1.954-9T(a)(5), is recharacterized as subpart F in- .
come. tax purposes. as subpart F income under paragraph

Example 2 CFC, a controlled foreign corpora- (i) Extent to which controlled foreign (a)(1) of this section is limited to the
tion in Country A, is a 90 percent partner in partnereorporation and hybrid branches treatedamount of the hybrid branch payment.
ship P, which is treated as fiscally transparej*nt undeyg separate entitiesFor purposes other (B) Exception for duplicative pay-
the laws of Country A. P has two branches in Couty, oy the determination under paragrapments[Reserved].
try B, BR1 and BR2. BRL1 is treated as fiscally . . . . . :
transparent under the laws of Country A. BR2 is &a)(4)(') of this section, a controlled for- (IV) Tax dISpaI’Ity ru'_e_(A) !n general.
hybrid branch. BR1 makes an interest payment &ign corporation and its hybrid branch, &aragraph (a)(1) of this section will apply
$100 to BR2. Under paragraph (a)(2)(ii)(A) of thispartnership and its hybrid branch, or hyenly if the hybrid branch payment falls
section, the payment by BR1, the fiscally transpaiprid branches shall not be treated as sepa(i-thin the tax disparity rule. The hybrid
ent branch, is treated as a payment by P, and tpgte entities. Thus, for example, if a conbranch payment falls within the tax dis-
deemed payment by P, a fiscally transparent partner- . . . . . P .
ship, is treated as made by CFC. Under Country Holled foreign corporation, including all parity rule if it is taxgd in the year When,
law, CFC's 90 percent share of BR1's payment re0f its hybrid branches, has an overal¢arned at an effective rate of tax that is
duces CFC's Country Aincome tax. Ninety dollarsdeficit in earnings and profits to whichless than 90 percent of, and at least 5 per-
of CFC's non-subpart F income, to the extent availsection 952(c) applies, the limitation ofcentage points less than, the hypothetical
able, and subject to the eamings and profits and tg, -1, saction on the amount includible igffective rate of tax imposed on the hy-
IT;Z !?gigg;ft (,;fif;')?f:_w(a)(s)’ 's recharactery o subpart F income of such corporatioRrid branch payment, as determined under

will apply. Similarly, for purposes of ap- paragraph (a)(5)(iv)(B) of this section.

(3) Application when payment reduceslying the de minimis and full inclusion (B) Hypothetical effective rate of tax
foreign tax. For purposes of paragraphrules of section 954(b)(3), a controlledl) In general. The hypothetical effective
(a)(1) of this section, a hybrid branch payforeign corporation and its hybrid branchrate of tax imposed on the hybrid branch
ment reduces foreign tax when the foreigor hybrid branches shall not be treated d¥yment is—
tax imposed on the income of the payor eparate corporations. Further, a hybrid (i) For the taxable year of the payor in
any owner of the payor is less than the fobranch payment that would reduce forwhich the hybrid branch payment is
eign tax that would have been imposed ogign personal holding company incoménade, the amount of income taxes that
such income had the hybrid branch payunder section 954(b)(5) if made betweekould have been paid or accrued by the
ment not been made, or the hybrid brandwo separate entities will not create an expayor if the hybrid branch payment had
payment creates or increases a loss pense if made between a controlled fo20t been made, less the amount of income
deficit or other tax attribute which may beeign corporation and its hybrid branch, 4&axes paid or accrued by the payor; di-
carried back or forward to reduce the forpartnership and its hybrid branch, or hyvided by
eign income tax of the payor or any ownebrid branches. (i) The amount of the hybrid branch
in another year (determined by taking into (5) Recharacterization of income at-Payment.
account any refund of such tax made twibutable to current earnings and profits  (2) Hypothetical effective rate of tax
the payor, payee or any other person). as subpart F income(i) General rule. When hybrid branch payment causes or

(4) Hybrid branch payment that is in- Non-subpart F income of a controlled forincreases loss or deficitlf the hybrid
cluded within a category of foreign per-eign corporation in an amount equal to thBranch payment causes or increases a loss
sonal holding company income(i) In  excess of earnings and profits of the cor2r deficit of the payor for foreign tax pur-
general. For purposes of paragraph (a)(1jrolled foreign corporation for the taxableP0ses, and such loss or deficit can be car-
of this section, whether the hybrid branclyear over subpart F income, as defined ified forward or back, the hypothetical ef-
payment is treated as income includedection 952(a), will be recharacterized afctive rate of tax imposed on the hybrid
within a category of foreign personalsubpart F income under paragraph (a)(ranch paymentis the effective rate of tax
holding company income is determinedf this section only to the extent providedhat would be imposed on the taxable in-
by treating a hybrid branch that is eitheunder paragraphs (a)(5)(ii) through (vi) ofome of the payor for the year in which
the payor or recipient of the hybrid branchhis section. the foreign law payment is made if the
payment as a separate wholly-owned sub- (i) Subpart F incomeFor purposes of Payor's taxable income were equal to the
sidiary corporation of the controlled for-determining the excess of current earr@mount of the hybrid branch payment.
eign corporation that is incorporated irings and profits over subpart F income (C) Examples. The application of this
the jurisdiction under the laws of whichunder paragraph (a)(1) of this section, thearagraph (a)(5)(iv) is illustrated by the
such hybrid branch is created, organizedmount of subpart F income is determinefp!lowing examples.
for foreign law purposes, or has substarbefore the application of the rules of this gyample 1 In 1998, CFC organized in Country
tial assets. Thus, the hybrid branch paysection but after the application of thex had net income of $60 from manufacturing for
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Country Atax purposes. It also had a branch (BR) imgs and profits limitation.To the extent cally transparent under this paragraph
Country B. BR is a hybrid entity under paragrapkhat some or all of the amount required t¢a)(7).

Eg)gge,o\f/v:]ilcshs\?v?sog hg;% "g?;fcs ﬁg‘;mzm fni‘elﬁe recharacterized under this section is (b) Election to change classificatien
paragraph (a)(6) of this section, and was treated BjOt recharacterized as subpart F inconr@) In general. If a hybrid branch subject
CFC as a deductible payment for Country A tax purdecause the hybrid branch payment exe the provisions of paragraph (a) of this
poses. CFC paid $30 of Country Ataxes in 1998. teeds the amount that can be recharactsection is an entity that has made an elec-
would have paid $50 of Country A taxes without thdzed, as determined under paragraption under §301.7701-3(c)(1) of this chap-
deductible payment. Country A did not impose any 4y 5y of this section, this excess shaller to be disregarded as an entity separate

withholding tax on the $40 payment to BR. Countr . . .
B also did not impose a tax on the $40 received by°t be carried back or forward to anothefrom its owner, such entity may elect to

BR. Therefore, the effective rate of tax on that payy€ar- o _ C_ha_nge its classification to th_at of an asso-
ment is 0%. Furthermore, the hypothetical effective (6) Definitions. For purposes of this ciation taxable as a corporation, under the
rate of tax on the $40 hybrid branch payment is 50%ection— procedures described in §301.7701-3(c) of

E:ig'gg(%i‘:ogng*r‘so‘?giﬁg‘r’]e;?:ré’é;"z‘;‘g(g’g’gi'nsts'elsessEntity means any person that is treatethis chapter, without regard to the limita-
than, this hy’potheﬂcal rate of tax of 50%. As a re_ﬁy the United Stgtgs or any jurisdiction ason of §301.770.1—3T(c)(1)('|v) Qf this
sult, the $40 hybrid branch payment falls within the@ther than an individual. chapter, but only if such election is made
tax disparity rule of this paragraph (a)(5)(iv). Hybrid branchmeans an entity that— on or before the last day of the first taxable
Example 2 Assume the same facts agikample (i) Has a single owner (including own-year beginning on or after January 1, 1998.
1, except that CFC has a loss of $100 for the year f@rship through branches) that is either An election made pursuant to this para-
CC;’:”C?;Stﬁlxepl‘(‘)rssosfﬁf\',v;gdgrCUOS‘:E“ELV :Jz‘;vég:;qontrolled foreign corporation or a part-graph (b)(1) is effective as of the first day
years. CFC paid no Country A taxes in 1998. Th€rship in which a controlled foreign cor-of such taxable year. The 75 day limitation
rate of tax in Country A is graduated from 20% tdooration is a partner (either directly or in-on retroactivity in §301.7701-3(c)(1)(iii)

50%. If the $40 hybrid branch payment were thelirectly through one or more branches oof this chapter does not apply.

only item of taxable income of CFC, Country Apartnerships); (2) Limitation. An entity can elect to
would have imposed tax at an effective rate of 30%. (i) |5 treated as fiscally transparent bychange its classification under the provi-
The effective rate of tax (0%) is less than 90 percen . . . .

e United States; and sions of this paragraph only one time.

of, and more than 5 percentage points less than, the~ . L )
hypothetical effective rate of tax (30%) imposed on (iii) Is treated as non-fiscally transpar- (c) Application of section 960For pur-

the hybrid branch payment. As a result, the $40 hyent by the country in which the payor enposes of determining the amount of taxes
brid branch payment falls within the tax disparitytity, any owner of a fiscally-transparentdeemed paid under section 960, the
rule of this paragraph (a)(5)(V)- payor entity, the controlled foreign corpo-amount of non-subpart F income rechar-
L Example 3Assume the same facts asample o441 o any intermediary partnership iscterized as subpart F income under this
, except that Country B imposes tax on the $40 hy- . . . .
brid payment to BR at an effective rate of 50%. Th&'€ated, organized or has substantial asection shall be treated as attributable to
effective rate of 50% is equal to the hypothetical efS€tS. income in separate categories, as defined
fective rate of tax. As a result, the hybrid branch Hybrid branch paymenmeans the in 81.904-5(a)(1), in proportion to the
payment does not fall within the tax disparity rule ofgross amount of any payment (includingatio of non-subpart F income in each
this paragraph (2)(5)(v) and, thus, the recharacteryy 4ccryal) which, under the tax laws ofuch category to the total amount of non-
zation rules of paragraph (a)(1) of this section do not . T . - .
apply. See also the special high tax exception G"Y fqrelgn_ Jur|§d|ct|on to which the subpart F income of the controlled foreign
paragraph (a)(5)(v) of this section. payor is subject, is regarded as a paymecorporation for the taxable year.
between two separate entities but which, (d) Effective dates-(1) Hybrid

(V) Special high tax exceptief(A) In  ynder U.S. income tax principles, is nobranches of controlled foreign corpora-
general. Paragraph (a)(1) of this sectionincome to the recipient because it is beions. With respect to hybrid branch pay-
shall not apply if the non-subpart F incom@yeen two parts of a single entity. ments described in paragraph (a)(2)(i)(A)
recharacterized as subpart F income under(7) Fiscally transparent and non-fis- and (B) of this section, the rules of this
this section was subject to foreign incomeally transparent. For purposes of this section shall apply to all amounts paid or
taxes imposed by a foreign country ogection an entity shall be treated as fisaccrued on or after January 16, 1998, ex-
countries at an effective rate that is greateally transparent with respect to an intereept for amounts paid or accrued pursuant
than 90 percent of the maximum rate of tagst holder of the entity, if such interesto arrangements entered into before Janu-
specified in section 11 for the taxable yedfolder is required, under the laws of anwary 16, 1998, and not substantially modi-
of the controlled foreign corporation. jurisdiction to which it is subject, to takefied (including, for example, by expan-

(B) Effective rate of tax.The effective into account separately, on a current basision of the arrangement (whether by
rate of tax imposed on the net amount afuch interest holder’s share of all itemgxercise of an option or otherwise) such
the hybrid branch payment is determinedvhich, if separately taken into account byas by an increase in the amount of or term
under the principles of 81.954-1(d)(2)such interest holder, would result in an inef any borrowing, leasing or licensing
and (3). See paragraph (c) of this sectiotome tax liability for the interest holder inconstituting the arrangement, changes in
for the application of section 960 tosuch jurisdiction different from that direct or indirect control of any entity that
amounts recharacterized as subpart F imhich would result if the interest holderis a party to the arrangement, or any simi-
come under this section. did not take the share of such items inttar measure which materially increases

(vi) No carryback or carryforward of account separately. A non-fiscally transthe tax benefit of the arrangement) on or
amounts in excess of current year earrparent entity is an entity that is not fis-after January 16, 1998.
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(2) Hybrid branches of partnerships ingarded as an entity separate from its (c)(1)(v) through (e) [Reserved]. For
which controlled foreign corporations areowner. Paragraph (b) of this section profurther guidance, see 8301.7701-3(c)-
partners. With respect to hybrid branchvides a default classification for an eligi-(1)(v) through (e).
payments described in paragraph (a)(2ple entity that does not make an election. (f) Effective date.Section 301.7701—
()(C) and (D) of this section, the rules ofThus, elections are necessary only whegir(a) and (c)(1)(iv) applies on or after
this section shall apply to all amountsan eligible entity chooses to be classifiefiarch 23, 1998. For rules prior to March
paid or accrued on or after March 23initially as other than the default classifi-p3, 1998, see §301.7701-3(a) and
1998, except for amounts paid or accrueegtion or when an eligible entity choosegc)(1)(iv).
pursuant to arrangements entered into bt&® change its classification. An entity

fore March 23, 1998, and not substarwhose classification is determined under Michael P. Dolan,
tially modified (including, for example, the default classification retains that clas- Deputy Commissioner of
by expansion of the arrangement (whethéification (regardless of any changes in Internal Revenue.
by exercise of an Option or otherwise)he members’ |Iab|||ty that occurs at any

such as by an increase in the amount of §Me during the time that the entity’s clas- Donald C. Lubick
term of any borrowing, leasing or licensSification is relevant as defined in para- Assistant Secretary 6],

ing constituting the arrangement, changedaph (d) of this section) until the entity.
in direct or indirect control of any entity Makes an election to change that classifi-

that is a party to the arrangement, or arfyation under paragraph (c)(1) of this seqfied by the Office of the Federal Register on

similar measure which materially in-flon. Paragraph (c) of this section proMarch 23, 1998, 12:58 p.m., and published in the

. i i inndssue of the Federal Register for March 26, 1998, 63
creases the tax benefit of the arrang&ides rules for making express electlonééR. 14613)

the Treasury.

ment) on or after March 23, 1998. Paragraph (d) provides special rules for
foreign eligible entities. Paragraph (e) of
PART 301—PROCEDURE AND this section provides special rules for . .
b P Section 985.—Functional

ADMINISTRATION classifying entities resulting from partner-
o ship terminations and divisions under sedcurrency
Par. 9. The aut_horlty C|tat|o_n for 264i0n 708(b). Paragraph (f) of this sectior126 PR L6851 Functional
S';R part 301 continue to read in part agets forth the effective date of this sectiofi -985-1: Functional currency.
oflows. and a special rule relating to prior period
éuthc;-rgy: |26§LCJ9,'OS:I..C7'7708:I?53** * Qn entity that has elected to be disres-r'D' 8765
ar. 1U.1n -(7101=5, paragrapgarded as an entity separate from it
(f)(1) is amended by adding a sentence glyner may nevertheless be treated as%f:fnzll-l\lgi\lj;naz ;‘;Ev}rfeEASURY
the end to read as follows: corporation for the limited purposes 01]26 CER Part 1
8301.7701-3. Classification of certain §1.954-9T(a)(4)(J) of this chapter.

. " (b) through (c)(1)(iii) [Reserved]. For
business entities. further guidance, see §301.7701-3(b hange_ From Dollar
ok x k% through (c)(1)(iii). pproxmate Separate
(0(1) * * * Paragraphs (a), (¢)(1)(V) (c)(1)(iv) Limitation. If an eligible en- Transactions Method of
’ tity makes an election under paragrapAccounting (DASTM) to the

Zg:r(&g:crlggsefggg dgoﬁortu?epspgpgﬂc(;rgc)(l)(i) of this section to change its clasProfit and Loss Method of
ble on or aftér Mar.ch 23 1998 se sification (other than an election made by\ccounting/Change From the

§301.7701-3T(a), ()(1)(iv) and (f). n existing entity to change its classificaprgfit and Loss Method to

. ’ tion as of the effective date of this sec STM
Par. 11, Section 301.7701-3T s addefﬂon), the entity cannot change its classifi-
to read as follows:

cation by election again during the siXtyaGENCY: Internal Revenue Service

§301.7701-3T Classification of certain Months succeeding the effective date qfrs) Treasury.
business entities (temporary). the election. However, the Commissioner

may permit the entity to change its classiACTION: Final Regulations.

(a) In general. A business entity that is fication by election within the sixty , ,
not classified as corporation undemonths if more than fifty percent of theSUMMARY: This document contains
§301.7701-2(b)(1), (3), (4), (5), (6), (7),ownership interests in the entity as of théinal Income Tax Regulations relating to
or (8) (an eligible entity) can elect its claseffective date of the subsequent electiopdjustments required when a qualified
sification for federal tax purposes as proare owned by person that did not own angusiness unit (QBU) that used the profit
vided in this section. An eligible entityinterests in the entity on the filing date oAnd loss method of accounting (P&L) in a
with at least two members can elect to ben the effective date of the entity’s prio?0st-1986 year begins to use the dollar
classified as either an association (anelection. See §1.954-9T(b) of this chapapproximate separate transaction method
thus a corporation under §301.7701¢ter, for circumstances under which certaiof accounting (DASTM) and adjustments
2(b)(2)) or a partnership, and an eligibleligible entities may make an election tgequired when a QBU that used DASTM
entity with a single owner can elect to be&ehange their classification within thebegins using P&L. The regulations pro-
classified as an association or to be disrsixty-month period. vide rules for taxpayers to construct an
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opening dollar balance sheet for the QBWaxable year of change. In addition, Recognizing the administrative burden
and require income adjustments in certai@l1.985-5 generally requires recognitiorf making income adjustments for all post-
cases. of unrealized exchange gain or loss on int986 tax years in the case of a CFC, the
) _ struments and other accounts that weggreamble to the proposed regulations re-
DATES: These regulations are effectivenaintained in the functional currency toquested comments regarding three alterna-
April 6, 1998. which the QBU is changing. tive transition rules as follows: (1) requir-
FOR FURTHER INFORMATION CON- _ The proposed regulations issued undéng shareholder level adjustments for the
TACT: Howard Wiener at (202) 622_§1.985—7 were issued in response to ta_three-year base period used to determine
3870 (not a toll-free number) of the officeP@Yer comm_ents_that §1.985-5 resul_ted the hyperinflationary status of the local
of Chief Counsel (International) within significant d|stort|ons_ when a QBU eithercurrency, (in which case the general rule of
the Office of Chief Counsel, Internal Rev_elected or was required to use DASTM§1.985-5 would be applied in preparing
enue Service, 1111 Constitution Avenué?‘pplymg the spot rate on the last dayhe balance sheet for the first year of the
NW, Washington, DC 20224. prior to the year in which the QBU beginsase period); (2) treating a portion of re-
to use DASTM (the “taxable year oftained earnings as subpart F income based
SUPPLEMENTARY INFORMATION: change”) to translate fixed assets typicallpn an average historical rate of subpart F
results in a significant loss of basis in dolincome to total earnings and profits, and
lar terms and does not take into accourf8) using the spot rate on the last day prior
On January 5, 1993 and July 25, 1994€rtain inc_ome and_expense _distortionts) the taxable year of change to translate
the IRS published proposed amendmen[@at_ occur in the period immediately prebalanc_e sh_eet items with special rules to
to §1.985-7 in thEederal Registerat 58 ceding the taxable year of change. allow historical exchange rates to translate
F.R. 300 (INTL—0045-92) and §1.985-1 In response to taxpayers’ qommentsﬁxed assets to the extent of unrealized ex-
in the Federal Registerat 59 F.R. 37733 tr}eﬂ?rotposetlj :_egulat;ons pr0\_/(|jd<?j for (ljjsehange loss on paid-in capital.
N . ; _of the translation rules provided under
I(ilé\ll'le_aggSGWz)h;?jpae;él\?ilwy coNr‘?]mpggt 1.985-3. These rules generally translafe R€asons for change
were received  After consideration ofixed assets at the historical exchange rate The IRS is concerned that the approach
these comments, the regulations ardd other assets and liabilities at the cuff th_ef.propos%d regulations Cg’u"; cre?te a
adopted as a Treasury Decision with mod€nt exchange rate. To correct for distoig/gnificant administrative burden for
fications as described below. tions that would result from applying his-Shareholders of CFCs. The adm|n|strat|ve
toric exchange rates for fixed assets whilgurden results from the requirement that
Explanation of Provisions applying the current year’s spot rate foghareholders recompute subpart F income

_ other balance sheet accounts, the pr&er all of the CFC's post 1986 taxable
|. Proposed Rules for Changing From  h4sed regulations provide for income advears. If the functional currency of a CFC

Background

P&L to DASTM (81.985-7) justments in the case of a controlled for2€comes hyperinflationary in a year that
eign corporation (CFC) and a branch thdf Significantly distant from the CFC’s

1. The Proposed Regulations reflect amounts that would have been infi'st post-1986 taxable year, records sup-

The proposed regulations undecluded in income under DASTM. porting the required recomputation may

§1.985-7 set forth transition rules for In the case of a CFC, the proposed regf€ unavailable. _ _
QBUs changing from the profit and losdations provide for a shareholder level in- Further, the required recomputation
method of accounting (P&L) to DASTM come adjustment to the extent subpart #der the proposed regulations is gener-
in tax years after 1987. Section 1.985-Bicome realized during the period aftef!ly inconsistent with the policy of sec-
provides the translation rules for QBUsL986 until the taxable year of change diflions 986 and 987 that the income of
using DASTM in 1987. Generally, whenfers from subpart F income that wouldPranches with a functional currency dif-
a QBU changes its functional currencyhave been realized if the CFC had usd§rent than that of the taxpayer and the
two basic issues arise: (1) How should thBASTM throughout this period. In the&arnings and profits of foreign corpora-
QBU translate its balance sheet accountsise of a branch, the regulations provid#ns be computed under a profit and loss
into the new functional currency in a waythat any difference between the branch81€thod, except in the case of hyperinfla-
that preserves any unrecognized currendycal currency equity translated into dol{ion. See S. Rep. No. 99-313, 99th
gain or loss which accrued in the oldars at the spot exchange rate on the |a§Png_-, 2d Sess., 454 (1986). The recom-
functional currency; and (2) whether inday prior to the taxable year of change arutation under the proposed regulation
come adjustments need to be made to regre taxpayer’s dollar basis pool on that dayould put the CFC on DASTM for non-
ognize any currency gain or loss whichs included in income over three taxabldypPerinflationary years. Accordingly, the
accrued in the old functional currency thayears beginning with the taxable year ofules in the proposed regulations have
cannot be preserved. change. For purposes of translating theeen modified as described below.
Section 1.985-5 provides rules thapalance sheet of noncontrolled section 9 , : :
generally apply when a QBU changes itsorporations, the proposed regulatioﬂéroglngtiggfg?-ﬁ Igrl(éggi%ng
functional currency. Under §1.985-5 balapply historic exchange rates for fixed as- '
ance sheet accounts are translated usiggs. |n such case, no shareholder level in- General Rule
the spot rate on the last day prior to thgome adjustments are required. The approach employed in the final
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regulations has the general effect of treainto U.S. dollars at the spot rate in effecon the transition date) under the principles
ing a QBU as if it had applied §1.985-%n the transition date. (4) The dollar valuef section 987, computed as if the branch
on the last day of the last taxable yeaof the post-1986 E&P is computed byterminated on the transition date. Such
prior to the base period for determiningranslating the post-1986 E&P as statedain or loss is reduced by any section 987
whether a currency is hyperinflationaryon the transition date in the functionabain and increased by any section 987
(transition date) and had applied DASTMcurrency at the spot rate on such date afsks that was recognized by the taxpayer
during the taxable years beginning afteadding to it the E&P for the years duringwith respect to remittances during the
the transition date until the taxable year dahe look-back period as computed unddook-back period. Finally, branch income
change (look-back period). This apDASTM. shall be determined under §1.985-3 for
proach addresses the problems of apply-In the case of a CFC, there are thregach look-back year and compared to the
ing 81.985-5 in the taxable year ofhareholder level adjustments as followsimount that was taken into account for
change for purposes of translating fixedl) The U.S. shareholders must take inteach year. The sum of the difference
assets by applying the historical exchangacome exchange gain or loss on thegpositive or negative) is taken into ac-
rate to the extent fixed assets were aceemed recognition of the section 988ount in the taxable year of change and
quired during the look-back period. As-ransactions as determined at the corp@pread over four years.
sets acquired prior to the look-back periodate level to the extent such gain or loss is
are translated by applying the spot rate asubpart F income. (2) The U.S. sharehold!. Rules for Changing from DASTM to
the transition date. This approach alsers must recognize foreign currency gain P&L (81.985-1)
corrects distortions in income and exer loss as computed under section 986(c) Under the proposed regulation, a QBU
pense (generally interest income and exs if all previously taxed earnings am%hat has beeE rg uired ogr had élected o
pense) that occur during the look-back pesrofits were distributed on the transition q _
riod. date (however, any actual 986(c) gain of>¢ DASTM must chang_e funct|ona_l eur-

The final regulations respond to taxdoss recognized during the look-back per-(.ency to th.e currency of |.ts economic en-
payers’ comments and provide an appraiod is reversed). (3) The subpart F inylronment inayearin V,Vh'Ch the currency
priate rule for translating the adjustedcome of the CFC is recomputed durin no longer hyperinflationary pursuant to
basis of fixed assets into dollars by applythe look-back period under DASTM andn€ three-year test under §1.985-1(b).
ing an exchange rate in effect prior to theompared to the subpart F income a€S€ rules provide that when a taxpayer
hyperinflationary period. Moreover, thiscomputed under the P&L method. Thé&hnanges from DASTM to the P&L
method more accurately reflects Congresdifference (positive or negative) is takef"€thod of accounting, §1.985-5 shall
sional intent for QBUSs to apply the profitinto account in the taxable year of chang@PP!Y for purposes of translating a QBU's
and loss method except in the case of hgnd spread over four years. Similar rule@@lance sheet and for making certain in-
perinflation. In addition, this approachapply to United States persons who ha/gPme adjustments. Because these rules
decreases the administrative burden ohade an election under section 1295 tgenerally do not create distortions and are
changing to DASTM. treat a passive foreign investment corr@dministrable, the final regulations adopt
5 Foreian Cororations pany as a qualified electing fund. In thdhese regulations as proposed.

g P case of other foreign corporations, NS/ Other Changes

In the case of a foreign corporationyyarepolder level income adjustments are
which is either required or elects to US@ecessary

DASTM, four basic corporate level ad- made to §§1.985-1 and 1.985-5 to ac-
justments are required as follows. (1) Thé. Branches count for the addition of §1.985-7. In ad-
balance sheet is translated by treating the In accord with the general approach Aition. the definition of hyp(.arinflati.on has
corporation as if it had changed its functiculated above, the regulations treat %een,liberalized to provide that for pur-
tional currency to the dollar for the firstbranch changing to DASTM as applyingposes of determining whether a currency
post-transition date taxable year and hatie principles of §1.985-5 on the transii-s hyperinflationary for income tax pur-
applied the rules of §1.985-5(c) on théion date. Thus, the balance sheet is trans- .
transition date. Assets acquired and lidated by treating the branch as if it had 0% L_Jmted_Stgtes ge_nerally accepted
bilities incurred in the functional currencychanged its functional currency to the do z_iccquntmg principles W'.” b.e agcepted
during the look-back period are translatethr for the first post-transition date taxablé rovu_jed_ that the determlqatlon .|s.based
by applying the rules of §1.985-3. (2)ear and had applied the rules of §1.98 on criteria that is subs'gantla_lly similar to
The unrealized gain or loss on dollar de5(c) on the transition date. Unrealizecﬁ.he general rules provided n the r_egula-
nominated section 988 transactions as dgain or loss on dollar denominated sectio ons, the ‘.“e‘hOd of determination is ap-
termined on the transition date are treate®B8 transactions as stated on the transitiﬁ#ed consistently from year to year, and
as if recognized on that date (and actudlate are treated as if recognized on th e same method is applied to all related
gain or loss recognized on dollar denomidate (and any actual gain or loss realizetfrSONs:

nated section 988 transactions during theith respect to section 988 transactiongpecia| Analysis

look-back period is reversed). (3) Thealuring the look-back period is reversed).

dollar value of the pre-1987 E&P of theFurther, the regulations require that the It has been determined that this Trea-
corporation as stated on the transition dataxpayer recognize gain or loss attributsury decision is not a significant regula-

in the functional currency is translatedable to the branch’s equity pool (as statery action as defined in EO 12866.
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Therefore, a regulatory assessment is nobnsidered to be made with the consent of However, a QBU that changes to the
required. It also has been determined theéhte Commissioner for purposes oflollar pursuant to §1.985-1(b)(2) after
section 553(b) of the Administrative Pro81.985-4. A QBU changing functional1987 shall apply §1.985-7.
cedure Act (5 U.S.C. chapter 5) does naurrency must make adjustments de-
apply to these regulations, and becauseribed in §1.985-7 if the year of change
the notice of proposed rulemaking prefas defined in §1.481-1(a)(1)) begins Par. 4. Section 1.985-7 is added as
ceding the regulations was issued prior tafter 1987, or the adjustments describeillows:
March 29, 1996, the Regulatory Flexibil-in §1.985-6 if the year of change begins _ o
ity Act (5 U.S.C. chapter 6) does notn 1987. No adjustments under sectiofll'985_7, Adqutments required in
apply. Accordingly, a regulatory flexibil- 481 are required solely because of gonnection with a change to DASTM.
ity analysis is not required. Pursuant tehange in functional currency described (3)|n general. If a QBU begins to use
section 7805(0 of the Code, the notice oih this paragraph (b)(Z)(ll)(C) the dollar approximate Separate transac-
proposed rulemaking preceding these reg- (D) * * * In making the determination tions method of accounting set forth in
ulations was submitted to the Small Busiwhether a currency is hyperinflationaryg1.985-3 (DASTM) in a taxable year be-
ness Administration for comment on itghe determination for purposes of Unite@jinning after April 6, 1998, adjustments
impact on small business. States generally accepted accountinghall be made as provided by this section.
principles may be used for income taXor the rules with respect to foreign cor-
purposes provided the determination iporations, see paragraph (b) of this sec-
The principal author of these regula-based on criteria that is substantially simition. For the rules with respect to adjust-
tions is Howard A. Wiener of the Officelar to the rules previously set forth in thisnents to the income of United States
of the Associate Chief Counsel (|memaparagraph (b)(2)(ii)(D), the method of desshareholders of controlled foreign corpo-
tional). Other personnel from the IRS andermination is applied consistently fromrations, see paragraph (c) of thi§ section.
Treasury Department also participated i¥€ar to year, and the same method is aper the rules with respect to adjustments

* * * *

Drafting Information

their development. plied to all related persons as defined irelating to QBU branches, see paragraph
§1.985-3(e)(2)(vi). (d) of this section. For the effective date

x % % k% (E) Change in functional currency of this section, see paragraph (e). For

when currency ceases to be hyperinflapurposes of applying this section, the

Adoption of Amendments to the tionary—(1) In general. A QBU that has look-back period shall be the period be-
Regulations been required to use the dollar as its fun@inning with the first taxable year after

Jional currency under paragraph (b)(2) ofhe transition date and ending on the last
this section, or has elected to use the ddidy prior to the taxable year of change.
lar as its functional currency under para'_l'he term transition date means the later of
PART 1—INCOME TAXES graph (b)(2)(i))(B)(2) of this section or the last day of the last taxable year ending

- §1.985-2, must change its functional cu2€fore the base period as defined in
Paragraph 1. The authority citation forrency as of the first day of the first taxabl&1-985-1(b)(2)(ii)(D) or the last day of

part 1 continues to read in part as follow§jear that follows three consecutive taxthe taxable year in which the QBU last
Authority: 26 U.S.C. 7805 * * * ; ; : Sapplied DASTM. The taxable year of
Par. 2. Section 1.985-1 is amended byonomic environment, determined undef@nde shall mean the taxable year of
1. Revising paragraph (b)(2)(i)(C).  paragraph (c)(2) of this section, is not §"2N9€ as defined in §1.481-1(a)(1). The
2. Adding a sentence to the end Ofyperinflationary currency. The func-apPplication of this paragraph may be illus-

paragraph (b)(2)(i)(D). tional currency of the QBU for such yeartrated by the following examples:

3. Addi”_g paragraph (b)(2)(|l)(E) shall be determined in accordance with Example 1. A calendar year QBU that has not
The additions and revision reads as fobaragraph (c) of this section. For purpreviously used DASTM operates in a country in

lows: . ; swhich the functional currency of the country is hy-
poses of §1.985-4, the change is COns'%ca)lerinflationary as defined under §1.985-1(b)-

Accordingly, 26 CFR part 1 is amende
as follows:

§1.985-1. Functional currency. ered tq b_e made with the consent Of. th(%)(ii)(D) for the QBU’s 1999 tax year. The look-
Commissioner. See 81.985-5 for adjusback period is the period from January 1, 1996
* * * * * ments that are required upon a change fimrough December 31, 1998, the transition date is
(b) . x functional currency. DeEemberbilal, 199&;, and the taxable year of change
. . is the taxable year beginning January 1, 1999.
(2) *** (2) “Effect|ve. Date.'Th|s pgragraph Example 2.A QBU that has not previously used
(ii) * * * (b)(2)(ii)(E) of this section applies to tax-pasTm with a taxable year ending June 30, oper-

(C) Change in functional currencyf a able years begi_nning after April_ 6, 1998. e;;gscicr:uitcouigtrg/ ine\;\i/:]i;;r;i(t;ifunfgtriclﬂzl (cguBrrSZCé)c()f
QBU is required to change its functional Padr.d'S. ?heCt;on 1.985_5((’? 'S an:ent?]é ear begri):lningy?luly 1, 199% as defined under
currency to the dollar under paragrapﬁyda ¢ 'Eg elo ovr\]/.mg sentence to %1.985—1(b)(2)(ii)(D)(Where the base period is the
(b)(2)(ii)(A) of this section, or chooses orénd of the paragraph: thirty-six calendar months immediately preceding
is required to change its functional cur . . the first day of the current calendar year 1999). The

d g §1.985-5 Adjustments required upon look-back period is the period from July 1, 1995
rency to the dollar for any open taxab'%hange in functional currency

through June 30, 1999, the transition date is June 30,
year (and all subsequent taxable years) 1995, and the taxable year of change is the taxable

under 81.985-3(a)(2)(ii), the change is (a) *** year beginning July 1, 1999.
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(b) Adjustments to foreign corpora-profits of a foreign corporation that are at{b)(4)(ii)(B), the opening balance sheet
tions—(1) In general. In the case of a tributable to taxable years beginning befor calculating earnings and profits under
foreign corporation, the corporation shalfore January 1, 1987, as stated on the trag1.985-3 for the first post-transition year
make the adjustments set forth in parasition date, and that were maintained foghall be translated into dollars pursuant to
graphs (b)(2) through (4) of this sectionpurposes of section 902 in the old func§1.985-5(c).

The adjustments shall be made on the firsibnal currency, shall be translated into (iii) Post-1986 undistributed earnings
day of the taxable year of change. dollars at the spot rate in effect on thef other foreign corporationsin the case

(2) Treatment of certain section 988transition date. The applicable accumusf a foreign corporation that is not a CFC
transactions—(i) Exchange gain or loss lated profits shall be reduced on a last-imgr subject to the rules of §1.904-6(a)(2),
from section 988 transactions unrealizedirst-out basis by the aggregate dollathe corporation’s post-1986 undistributed
as of the transition dateA foreign corpo- amount (translated from functional cur-earnings shall equal the sum of—
ration shall adjust earnings and profits byency in accordance with the rules of sec- (A) The corporation’s post-1986
the amount of any unrealized exchanggon 989(b)) attributable to earnings andindistributed earnings (or deficit) on the
gain or loss that was attributable to a se@rofits that were distributed (or treated atransition date translated into dollars at
tion 988 transaction (as defined in seddistributed) during the look-back periodthe spot rate in effect on the transition
tions 988(c)(1)(A), (B), and (C)) that wasto the extent such amounts distributed exdate; and
denominated in terms of (or determinedeed the earnings and profits calculated (B) The sum of the earnings and prof-
by reference to) the dollar and was heldnder (b)(4)(ii) or (b)(4)(iii), as applica- its (or deficit in earnings and profits) de-
by the corporation on the transition dateble. See §1.902-1(b)(2)(ii)). Once transtermined under 81.985-3 for each post-
Such gain or loss shall be computed as liited into dollars, these pre-1987 taxesansition date taxable year (or such later
recognized on the transition date and shadind accumulated profits or deficits in acyear determined under section 902(c)-
be reduced by any gain and increased lmpmulated profits shall (absent a chang@)(A)) prior to the taxable year of
any loss recognized by the corporatiom functional currency) remain in dollarschange.
with respect to such transaction during théor all federal income tax purposes. Such amount shall be reduced by the ag-
look-back period. The amount of such (ii) Post-1986 undistributed earningsgregate dollar amount (translated from
gain or loss shall be determined withouof a CFC. In the case of a controlled for-functional currency in accordance with
regard to the limitations of section 988(bkign corporation (within the meaning ofthe rules of section 989(b)) that was dis-
(i.e., whether any gain or loss would beection 957 or section 953(c)(1)(B))-tributed (or treated as distributed) during
realized on the transaction as a wholeJCFC) or a foreign corporation subject tahe look-back period out of post-1986
The character and source of such gain the rules of §1.904—6(a)(2), the corporaearnings and profits. For purposes of ap-
loss shall be determined under sectiotion’s post-1986 undistributed earnings implying this paragraph (b)(4)(iii)(B), the
988. Proper adjustments shall be made &ach separate category as defined opening balance sheet for calculating
account for gain or loss taken into accour§1.904-5(a)(1) as of the first day of theearnings and profits under §1.985-3 for
by reason of this paragraph (b)(2). Setaxable year of change (and prior to adthe first post-transition year shall be trans-
81.985-5(f)Example 1, footnote 1. justment under paragraph (c)(1) of thisated into dollars pursuant to §1.985-5(c).

(i) Treatment of a section 988 transacsection) shall equal the sum of— (c) United States shareholders of con-
tion entered into and terminated during (A) The corporation’s post-1986trolled foreign corporations-(1) In gen-
the look-back periodA foreign corpora- undistributed earnings and profits (oweral. A United States shareholder (within
tion shall reduce earnings and profits bgeficit in earnings and profits) in eachthe meaning of section 951(b) or section
the amount of any gain, and increasseparate category as defined in §1.90853(c)(1)(B)) of a CFC that changes to
earnings and profits by the amount of an$(a)(1) as stated on the transition datbASTM shall make the adjustments set
loss, that was recognized with respect tvanslated into dollars at the spot rate iforth in paragraphs (c)(2) through (5) of
any dollar denominated section 988 tran®ffect on the transition date; and this section on the first day of the taxable
actions entered into and terminated during (B) The sum of the earnings and profyear of change. Adjustments under this
the look-back period. its (or deficit in earnings and profits) insection shall be taken into account by the

(3) Opening balance sheefThe open- each separate category determined undgmareholder (or such shareholder’s suc-
ing balance sheet of a foreign corporatiof1.985-3 for each post-transition dateessor in interest) ratably over four tax-
for the taxable year of change shall be deaxable year prior to the taxable year odble years beginning with the taxable year
termined as if the corporation hadchange. of change. Similar rules shall apply in de-
changed its functional currency to the dolSuch amount shall be reduced by the agermining adjustments to income of
lar by applying § 1.985-5(c) on the transigregate dollar amount (translated fronUnited States persons who have made an
tion date and had translated its assets afichctional currency in accordance withelection under section 1295 to treat a pas-
liabilities under §1.985-3 during thethe rules of section 989(b)) attributable tgive foreign investment company as a
look-back period. earnings and profits that were distributedjualified electing fund.

(4) Earnings and profits adjust- (or treated as distributed) during the look- (2) Treatment under subpart F of in-
ments—(i) Pre-1987 accumulated profits. back period out of post-1986 earnings andome recognized on section 988 transac-
The foreign income taxes and accumuprofits in such separate category. For putions. The character of amounts taken
lated profits or deficits in accumulatedposes of applying this paragraphnto account under paragraph (b)(2) of

1998-16 |.R.B. 15 April 20, 1998



this section for purposes of sections 95@raph (c) of this section. The amount ofhe look-back period.A QBU branch
through 964, shall be determined on théoreign tax deemed paid shall be comshall reduce income by the amount of any
transition date and to the extent characteputed with reference to the full amount ofyain, and increase income by the amount
ized as subpart F income shall be takee adjustment and to the post-1986f any loss, that was recognized with re-
into account in accordance with the rulesndistributed earnings determined undespect to any dollar denominated section
of paragraph (c)(1) of this section. Suclparagraph (b)(4)(i) and (ii) of this section988 transactions entered into and termi-
amounts shall retain their character for ahind the post-1986 foreign income taxes ofated during the look-back period.
federal income tax purposes (includinghe CFC on the first day of the taxable (3) Deemed termination income ad-
sections 902, 959, 960, 961, 1248, angear of change (i.e., without taking intojustment. The taxpayer shall realize gain
6038). account earnings and taxes for the taxabte loss attributable to the QBU branch’s
(3) Recognition of foreign currencyyear of change.) For purposes of sectioequity pool (as stated on the transition
gain or loss on previously taxed earning®60, the associated taxes in each separai#te) under the principles of section 987,
and profits on the transition dat&ain or category shall be allocated pro rat@omputed as if the branch terminated on
loss is recognized under section 986(c) asnong, and deemed paid in, the shar¢he transition date. Such amount shall be
if all previously taxed earnings and profitsholder’s taxable years in which the inteduced by section 987 gain and increased
as determined on the transition date, ifome is taken into account. (No adjustby section 987 loss that was recognized
any, were distributed on such date. Suadment to foreign taxes deemed paid ifby such taxpayer with respect to remit-
gain or loss shall be reduced by any forprior years is required solely by reason afances during the look-back period.
eign currency gain and increased by any negative adjustment to income under (4) Branch income adjustment.
foreign currency loss that was recognizedaragraph (c)(1) of this section.) Branch income in a separate category
under section 986(c) with respect to dis- (d) QBU branches—(1) In general.In  shall be determined under §1.985-3 for
tributions of previously taxed earningsthe case of a QBU branch, the taxpayasach look-back year. For this purpose, the
and profits during the look-back periodshall make the adjustments set forth inpening DASTM balance sheet shall be
Such amount shall be characterized in aparagraphs (d)(2) through (d)(4) of thisletermined under §1.985-5. The sum of
cordance with section 986(c) and takesection. Adjustments under this sectiothe difference (positive or negative) be-
into account in accordance with the ruleshall be taken into account by the taxtween the amount computed pursuant to
of paragraph (c)(1) of this section. payer ratably over four taxable years be§1.985-3 and amount taken into account
(4) Subpart F income adjustment.ginning with the taxable year of change. for each year shall be taken into account
Subpart F income in a separate category (2) Treatment of certain section 988in the taxable year of change pursuant to
shall be determined under 81.985-3 fdransactions—(i) Exchange gain or loss paragraph (d)(1) of this section. Such
each look-back year. For this purpose, theom section 988 transactions unrealizeéimounts shall retain their character for all
opening DASTM balance sheet shall bas of the transition dateA QBU branch federal income tax purposes.
determined under 81.985-5. The sum afhall adjust income by the amount of any (5) Opening balance sheefhe open-
the difference (positive or negative) beunrealized exchange gain or loss that wasg balance sheet of a QBU branch for the
tween the amount computed pursuant tattributable to a section 988 transactiofaxable year of change shall be determined
§1.985-3 and amount that was includehs defined in sections 988(c)(1)(A), (B)as if the branch had changed its functional
in income for each year shall be taken intand (C)) that was denominated in terms qfurrency to the dollar by applying
account in the taxable year of change puter determined by reference to) the dollag 1.985-5(c) on the transition date and had
suant to paragraph (c)(1) of this sectiorand was held by the QBU branch on thganslated its assets and liabilities under
Such amounts shall retain their charactéransition date. Such gain or loss shall b§1.985-3 during the look-back period.
for all federal income tax purposes (incomputed as if recognized on the transi- (e) Effective dateThis section is effec-
cluding sections 902, 959, 960, 961tion date and shall be reduced by any gative for taxable years beginning after April
1248, and 6038). For rules applicable iéind increased by any loss recognized @, 1998. However, a taxpayer may choose
an adjustment under this section results e QBU branch with respect to sucho apply this section to all open taxable
a loss for the taxable year in a separateansaction during the look-back periodyears beginning after December 31, 1986,
category, see section 904(f) and the regd-he amount of such gain or loss shall bgrovided each person, and each QBU
lations thereunder. The amount of previdetermined without regard to the limitabranch of a person, that is related (within
ously taxed earnings and profits as detetions of section 988(b) (i.e., whether anyhe meaning of §1.985-2(d)(3)) to the tax-
mined under section 959(c)(2) shall bgain or loss would be realized on thepayer also applies this section rules.
adjusted (positively or negatively) by theransaction as a whole). The character .
amount taken into account under thisnd source of such gain or loss shall be Michael P. Dolan,
paragraph (c)(4) as of the first day of theletermined under section 988. Proper ad- Deputy Commissioner of
taxable year of change. justments shall be made to account for Internal Revenue.
(5) Foreign tax credit.A United States gain or loss taken into account by reasofnnroved February 11, 1998.
shareholder of a CFC shall compute aaf this paragraph (d)(2). See §1.985-5(f)

amount of foreign taxes deemed pai@&xample 1, footnote 1. Donald C. Lubick,
under section 960 with respect to any pos- (i) Treatment of a section 988 transac- Assistant Secretary of
itive adjustments determined under pardion entered into and terminated during the Treasury.
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(Filed by the Office of the Federal Register orfinal, temporary and proposed regulationseparate return limitation years. Available
March 4, 1998, 8:45 am. and published In the 15S4he January 12, 1998, regulations) relatiata indicates that many consolidated re-
of the Federal Register for March 5, 1998, 63 F.R D . . .
10772) ing to limitations on the use of certain tasxturn filers are large companies (not small
credits and related attributes by corporadusinesses). In addition, the data indi-
tions filing consolidated income tax re-cates that an insubstantial number of con-
Section 1.1502-3: Regulations turns. In general, the January 12, 1998plidated return filers that are smaller
regulations relate to the separate returtompanies have credit carryovers or carry-
26 CFR 1.1502-3: Consolidated investment credit. [imitation year provisions (and certainbacks, and thus even fewer of these filers
consolidated return changes in ownerhave credit carryovers or carrybacks that
T.D. 8766 ship) for general business credits, alternare subject to the separate return limitation
DEPARTMENT OF THE TREASURY tive .minimum tax cre(_jits, foreign taxy_e_ar rules. _Therefore, a Regulatory Flexi-
Internal Revenue Service credits and overall foreign loss 'accounts_bugy Analysis under the Regula_tory Flex-
56 CER Part 1 The January 1_2, 1998, regulapons Werm|l_|ty Act (5 U.S.C. chapter 6) is not re-
generally applicable to consolidated regquired. It has also been determined that
Consolidated Returns— turn years beginning on or after Januarynder section 553(d) of the Administrative
Limitations on the Use of 1,. 1997. IRS and Tregsury haye deteProcedgre Act (5 U.S.C. cha_pter_ 5) the_se
mined that the appropriate effective dateegulations should be effective immedi-
of those regulations should be for consoliately because they involve the applicabil-
dated return years for which the due datigy of regulations that modify the limita-
AGENCY: Internal Revenue Service(without extensions) of the income tax retjons on the use of certain tax attributes for
(IRS), Treasury. turn is after March 13, 1998. In lieu oftaxable years beginning on or after Janu-
applying this effective date, a consoli-ary 1, 1997. Pursuant to section 7805(f)
ACTION: Final and temporary regula-dated group may choose to apply the ebf the Internal Revenue Code, the notice
tions. fective date provisions as published in thef proposed rulemaking accompanying
SUMMARY: This document contains Y2nuary 12, 1998, regulations. Taxpayethese regulations is being sent to the Small
making this choice must apply all of thos@usiness Administration for comment on

temporary amendments to the consoli . - - :
effective date provisions for all relevantheir impact on small businesses.

dated return regulations. The temporar
amendments modify the date temporargears' Thus, such taxpayers may not ;
hoose to apply one provision of the JaniRrafting Information

regulations apply as published in thed- :
eral Registeron January 12, 1998, relat-2"Y 12, 1998, regulations and not another. The principal author of these regula-

ing to the use of tax credits of a consoligffective Dates tions is Roy A. Hirschhorn of the Office
dated group and its members. The of Assistant Chief Counsel (Corporate).
amendments provide guidance to consoli- The temporary amendments are appli®ther personnel from the IRS and Trea-
dated groups that have a taxable year bable to consolidated return years fokury participated in their development.
ginning on or after January 1, 1997, fowhich the due date of the income tax re-

which the income tax return is due on oturn (without extensions) is after March oroor o

before March 13, 1998. The text of thd3, 1998. As explained in the BaCk_Ad ion of Amend h
temporary regulations also serves as tigfound portion of this preamble, taxpay- option of Amendments to the

text of REG-104062-97, page 20 of thiers may instead choose to apply the effefiegulations

Bulletin. tive date provisions of the January 12, Accordingly, 26 CFR part 1 is amended

. 1998, regulations (i.e., generally taxablgg foliows:
DATES: Effective dates:These amend- years beginning on or after January 1,

Certain Credits; Overall
Foreign Loss Accounts

ments are effective March 13, 1998. 1997). PART 1—INCOME TAXES

Applicability dates: For dates of appli-
cation, see th&ffective Datesportion of Special Analyses Paragraph. The authority citation for
the preamble under SUPPLEMENTARY ) ) part 1 continues to read in part as follows:
INEORMATION. It has been determined that this Trea- Authority: 26 U.S.C. 7805 * * *

sury decision is not a significant regula- pgr 2 Section 1.1502—3 is amended by
FOR FURTHER INFORMATION CON- tory action as defined in EO 12866TeViSing paragraphs (C)(S), (d)(Z) and

TACT: Roy A. Hirschhorn, (202) 622- Therefore, a regulatory assessment is N@Y)(3) to read as follows:
7770. required. It is hereby certified that these
regulations do not have a significant eco§1.1502—-3 Consolidated investment
nomic impact on a substantial number aofredit.
Background and Explanation of small entities. This certification is based R,
Provisions on the fact that these regulations princi-
pally affect corporations filing consoli- (c) ***

On January 12, 1998, the IRS and Treatated federal income tax returns that have (3) Special effective dateThis para-

sury published in thé&ederal Register carryover or carryback of credits fromgraph (c) applies to consolidated return
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years for which the due date of the in- (c) *** tive date rule (generally making the rules
come tax return (without extensions) is on (3) Effective date.This paragraph (c) of this paragraph (f) inapplicable to a con-
or before March 13, 1998. See 81.1502applies to consolidated return years fosolidated return year beginning after De-
3T(c) for the rule that limits the group’swhich the due date of the income tax reeember 31, 1996, if the due date of the in-
use of a section 38 credit carryover or caturn (without extensions) is after Marchcome tax return (without extensions) for
ryback from a SRLY for a consolidated red3, 1998. However, a group does not tak&uch year is on or before March 13, 1998.
turn year for which the due date of the ininto account a consolidated taxable year (g) ** *
come tax return (without extensions) igor which the due date of the income tax (3) Special effective date for CRCO
after March 13, 1998. For taxable yeargeturn (without extensions) is on or befordéimitation. See §1.1502—4T(g)(3) for the
not subject to §1.1502-3T(c), prior lawMarch 13, 1998, in determining a memryle that ends the CRCO limitation with
applies. See §1.1502-3(c) in effect prioper’s (or subgroup’s) contributions to theespect to a consolidated return change of
to January 12, 1998 (§1.1502-3(c) as cogonsolidated section 38(c) limitationownership that occurs on or after the first
tained in the 26 CFR part 1 edition revisednder this paragraph (c). See alsg@ay of a taxable year for which the due
April 1, 1997) for prior law. See also81.1502-3(c). date of the income tax return (without ex-
§1.1502-3T(c)(4) for an optional effective (4) Optional effective date of Januarytensions) is after March 13, 1998. See
date rule (generally making the rules ofl, 1997. In lieu of paragraphs (c)(3) anda|so §1.1502—3T(c)(4) for an optional ef-
this paragraph (c) inapplicable to a consokd)(2) of this section and §81.1502ective date rule (generally making the
idated return year beginning after Decem3(€)(3), (d)(2) and (e)(3) (relating to theryles of this paragraph (g) inapplicable if
ber 31, 1996, if the due date of the incom@eneral business credit), 1.1502-4(f)(3he consolidated return change of owner-
tax return (without extensions) for sucknd (9)(3), 1.1502-4T(f) and (g)(3) (relatship occurred on or after January 1, 1997,
year is on or before March 13, 1998).  ing to the foreign tax credit), 1.1502-9(ajng during a consolidated return year for
(d) Examples.* * * (the next to last sentence), 1.1502-9T(bjyhich the due date of the income tax re-
(2) Example (2)and Example (3)of (1)(v) (relating to overall foreign losses),yyr (without extensions) is on or before
this paragraph (d) do not apply to consoli@nd 1.1502-55T(h)(4)(ii)(C) (relating to \arch 13, 1998).
dated return years for which the due dafé'® alternative minimum tax credit), a
of the income tax return (without exten-onsolidated group may apply such para- oo
sions) is after March 13, 1998. For condraphs as they appear in 1998-10 LR.B. p5; 5. Section 1.1502-4T is amended
solidated return years for which the dug€3 (Se€ 8601.601(d)(2) of this chapter). Ay revising paragraphs (f) and (g)(3) to
date of the income tax return (without exconsolidated group making this choicggaq a5 follows:
tensions) is after March 13, 1998, se8st apply all such paragraphs for all rel-

§1.1502-3T(d). evant years. 81.1502-4T Consolidated foreign tax
(e) *** (d) *** credit (temporary).
(3) Special effective dateThis para- (&) This paragraph (d) applies to con- e x s

graph (e) applies only to a consolidategelidated rgturn years for Which the due o _
return change of ownership that occurreflate of the income tax return (without ex- (f) Limitation on unused foreign tax

during a consolidated return year fmtensions) is after March 13, 1998. Seearryover or carryback from separate re-
which the due date of the income tax red/s0 81.1502-3(d) for years for which theurn limitation years. Section 1.1502-

turn (without extensions) is on or beforéiue dat_e of th_e income tax return (withouti(f) does not apply for consolidated return
March 13, 1998. See §1.1502—3T(c)(4 xtensions) is on or before March 13years for which thg due date of. the |n
for an optional effective date rule (gener: 998. s come tax return (without extensmps) is
ally making the rules of this paragraph after March 13, 1998. For consolidated
(e) inapplicable if the consolidated return Par. 4. Section 1.1502—4 is amended Hpturn years for which the due date of the
change of ownership occurred on or aftdievising paragraphs (f)(3) and (g)(3) tdncome tax retum (without extensions) is
January 1, 1997, and during a consoliread as follows: after March 13, 1998, a group shall in-

dated return year for which the due dat clude an unused foreign tax of a member

of the income tax return (without exten-gl'1502_4 Consolidated foreign tax  arising in a SRLY without regard to the

sions) is on or before March 13, 1998). credit. contribution of the member to consoli-
% % % % dated tax liability for the consolidated re-
O T S s turn year. See also §1.1502-3T(c)(4) for

- - an optional effective date rule (generally
Par. 3. Section 1.1502-3T is amended (3) Special effective date ending SRL\ﬁ]aklng the rules of this paragraph (f) ap-

bydre\(/jizi.ng paragraphs (c)r(]3() ?(2? t(d)(zhmitation. See 81.1502-4T(f) for the rulepjicaple to a consolidated return year be-

and adding a new paragraph (c)(4) to re o .

as foIIows? paragrap aflat ends thg SRLY I|m|t§1t|on with re- ginning after December 31, 1996, if the
spect to foreign tax credits for consoli,e gate of the income tax return (without

§1.1502—3T Consolidated investment dated retumn years for which the due datgyiensions) for such year is on or before

credit (temporary). of the income tax return (without exteny,a.ch 13 1998).
sions) is after March 13, 1998. See also ’

A 81.1502-3T(c)(4) for an optional effec- A

April 20, 1998 18 1998-16 I.R.B.



(9)(3) Special effective date for CRCO o o

limitation. Section 1.1502-4(g) applies y(1)(v) Special effective date for Par. 8. Section 1.1502-55T is amended
only to a consolidated return change 0§p, v |imitation. Sections 1.1502— by revising paragraph (h)(4)(iii)(C) to
ownership that occurred during a ConSOI'Q(b)(l)(iii) and (iv) apply only to consoli- read as follows:

dated return year for which the due datg oy ety years for which the due date . _
of the income tax return (without exten- ¢ .. i\.ome tax return (without exten81.1502-55T Computation of alternative

Zions)l is §01nlosrot2)e;?rre '\Za:fh 13, 1,[.9988iions) is on or before March 13, 199gMinimum tax of consolidated groups

ee aiso s-. —3T(c)(4) for an optiongl -\ lidated return years for whicH{temporary).

effective date rule (generally making th .

rules of this paragraph (g)(3) applicable i he due date of the income tax return % x % *
paragrapn {g pp without extensions) is after March 13,

the consolidated return change of owne7l-998’ the rules of §1.1502-9(b)(1)(i) (h)(4) * * *

ship occurred on or after January 1, 199 shall apply to overall foreign losses from (i) * > >

a%?cgl{(ﬂzg dieczg?glffattﬁg irr?égmeyte;(r Igsfeparate return years that are separate rﬁfc) __I_Effectilye date.ThisI_ paragraph
turn (without extensions) is on or beforeturn limitation years. For purposes of ap( )(4)(If”) apﬁ_lehs :10 C(;)nszlldatec: rre1tu'm
plying §1.1502-9(b)(1)(ii) in such yearsY®2ars for which the due date of the in-

March 13, 1998). i i i i
) e group treats a member with a balanc®me tax return (without extensions) is

Par. 6. In 81.1502-9, paragraph (a) ig1 . fter March 13, 1998. However, a group
amended by removing the last sentend8 a1 overall foreign loss account from a;}oes not take into account a consolidated

: i eparate return limitation year on the firs .
and adding two sentences in its place &P Y faxable year for which the due date of the
read as follows:

day of the first consolidated return year . . .
. . Income tax return (without extensions) is
for which the due date of the income tax . .
. . . . . on or before March 13, 1998, in determin-
§1.1502—9 Application of overall foreign return (without extensions) is after MarchIng a member's (or subgroup’s) contribu-
loss recapture rules to corporations filing 13, 1998, as a corporation joining thc%ions to the consolidated section 53(c)
consolidated returns. group on such first day. An overall for'limitation under paragraph (h)(4)(iii) of

eign loss that is part of a net operating_. .
(@) * * * See §1.1502-9T(b)(1)(v) for |OSS or net capitaﬁ) loss carryoveffrom gms section. See §1.1502-3T(c)(4) for an

the rule that ends the separate return limie,arate return limitation year of a mem?npt:(?nnaltheiﬁec?ver dz;tehruzlle ii(igeneT? ”>_1
tation year limitation for consolidated req; that is absorbed in a consolidated “[’-ﬂ: toga cjngilijga?e%l r(et)u(rrz( é:rpgecailn-
turn years for which the due date of thg, ., year for which the due date of the iN- o after December 31 1998/ it the gue
income tax return (without extensions) “tome tax return (without extensions) i%latg of the income tax réturn (\;vithout ex-
after March 13, 1998. See also 81.15025 . \arch 13, 1998, shall be added

i i fensions) for such year is on or before
3T(c)(4) for an optional effective datethe appropriate consolidated overall forg,arcn 13? 1998). Y

rule E]genk;erfilly__makl(l;g_the frt:lhgs of I[?lra'eign loss account in the year that it is ab-
grapns (b)(L)(iii) an ('V.) ot this Seclion g ped. For consolidated return years for Michael P. Dolan
inapplicable for a consolidated return Y€al hich the due date of the income tax re- Deputy C S ’f
beginning after December 31, 1996, if the, . i "o tarcions) is after March ep“3|’ tom”l“és'o”er N
due date of the income tax return (withou o o nternal Revenue.
extensions) for such year is on or before3’ 199.8' similar principles apply to over- d March 9. 1998

roved March 9, .
March 13, 1998). all foreign losses when there has beenApp

consolidated return change of ownership )
Donald C. Lubick,

* ok ok k k (regardless of when the change of owner- Assistant S X .
i _ ; ssistant Secretary o
Par. 7. Section 1.1502-9T is amende hip occurred)._ See also §1'1502 3T(0) the Treasury.
L 4) for an optional effective date rule
by revising paragraph (b)(1)(v) to read a . .
follows: generally making this paragrapferieqd by the Office of the Federal Register on
' (b)(1)(v) applicable to a consolidated reMarch 13, 1998, at 8:45 a.m., and published in the
§11502—9T App|icati0n O.I: OVera” turn year beginning aftel‘ December 31Ifederal Register for March 16, 1998, 63 F.R. 12641)
foreign loss recapture rules to 1996, if the due date of the income tax re-
corporations filing consolidated returns turn (without extensions) for such year is
(temporary). on or before March 13, 1998).
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Part IV. Items of General Interest

Notice of Proposed Rulemaking the hearing, Mike Slaughter (202) 622will be given to any written comments

and Notice of Public Hearing 7190 (not toll-free numbers). (preferably a signed original and eight (8)
copies) that are submitted timely to the
Consolidated Returns— SUPPLEMENTARY INFORMATION:  |ps - All comments will be made available
Limitations on the Use of Background for public inspection and copying.
Certain Credits and Related A public hearing has been scheduled
Tax Attributes T.D. 8766 amends the Income Tax Regdor May 7, 1998, at 10 a.m., in room
lations (26 CFR part 1) relating to sectior2615. Because of access restrictions, visi-
REG-104062-97 1502. The temporary regulations providéors will not be admitted beyond the Inter-

. _rules that relate to the use of certain tamal Revenue Building lobby more than 15
AGENCY: Internal Revenue SerV'Cecredits and related tax attributes of a corminutes before the hearing starts.
(IRS), Treasury. solidated group and its members. The The rules of 26 CFR 601.601(a)(3)
ACTION: Notice of proposed rulemak-text of those temporary regulations alsapply to the hearing.
ing by cross-reference to temporary reglierves as the text of these proposed regu-Persons who W|§h to present o_ral com-
lations and notice of public hearing. lations. The preamble to the temporarynents at the hearing must submit written

regulations explains the temporary regusomments and an outline of the topics

SUMMARY: In T.D. 8766 on page 17 of |ations. (signed original and eight (8) copies) to
this Bulletin, the IRS is issuing temporary . be discussed by April 13, 1998.
regulations that relate to the use of ceSPecial Analyses A period of 10 minutes will be allotted
tain tax credits and losses of a consoli- It has been determined that this notict® each person for making comments.
dated group and its members. The text %ff proposed rulemaking is not a signifi- An agenda showing the scheduling of
those temporary regulations also serves aSnt regulatory action as defined in edhe speakers will be prepared after the
the text of these proposed regulationsl2866 Therefore, a regulatory assesgl_eadline for receiving outlines has
This document also provides notice of fhent ié not requirec,i It is hereby certifie@SSed. Copies of the agenda will be
public hearing on these proposed re“:]ljl"’[‘ﬁ::lt these regulation.s do not have a signi?“—v"""""bIe free of charge at the hearing.

tions. icant economic impact on a substantighyatting Information

DATES: Written comments and outlineshumber of small entities. This certifica-

of topics to be discussed at the publifion is based on the fact that these regula- The principal author of these regula-

hearing scheduled for May 7, 1998, at 1§ons principally affect corporations filing tions is Roy A. Hirschhorn of the Office

a.m., must be received by April 13, 1998 consolidated federal income tax returnsf Assistant Chief Counsel (Corporate).
that have carryover or carryback of credOther personnel from the IRS and Trea-

ADDRESSES: Send submissions tojts from separate return limitation yearssury participated in their development.

CC:DOM:CORP:R [REG-104062-97], available data indicates that many con-

room 5226, Internal Revenue Servicesplidated return filers are large companies

POB 7604, Ben Franklin Station, Wash{not small businesses). In addition, the,

ington, DC 20044.  Submissions may b@ata indicates that an insubstantial num-

hand delivered between the hours of 8 a.iger of consolidated return filers that are Accordingly, 26 CFR part 1 is pro-

and 5 p.m. to: CC:DOM:CORP:Rsmaller companies have credit carryovenrsosed to be amended as follows:

[REG-104005-98], Courier's Desk, Interor carrybacks, and thus even fewer of

nal Revenue Serw_ce, 1111 Constitutiofhese filers have credit carryovers or caPART 1—INCOME TAXES

Avenue NW, Washington, DC. Altema-ryhacks that are subject to the separate re-p,oo20h 1 The authority citation for

tively, taxpayers may submit commentgym jimitation year rules. Therefore, ayg CFF\? grt 1is amended by adding en-

electronically via th.e Internet by selectingregulatory Flexibility Analysis under the ias in anericaI order to regd in a%t a5

the “Tax Regs” option on the Home Pag&egulatory Flexibility Act (5 U.S.C. follows: P

or by submitting comments directly 1o thepapter 6) is not required. Pursuant to a i orit: 26 U.S.C. 7805 * * *

IRS Internet site at: hitp://www.irs. section 7805(f) of the Internal Revenue Sectionyi 1502-3 also issued under 26

_lf_itreass?ovéprod/ta);}_regs/comrplegtsl.h(;r?{—.;ode, this notice of proposed rulemaking; 5 = 1502

e public hearing has been scheduled fgy; : i D Ve .
R e I st o S 4 s s o 2
ternal Revenue Building, 1111 Constitujsiration for comment on its impact on 'Section 115029 also issued under 26

* * * * *

roposed Amendments to the Regulations

tion Avenue NW, Washington DC. small business. USC. 1500, %%
FOR FURTHER INFORMATION CON- ~omments and Public Hearing Section 1.1502-55 also issued under 26
TACT: Concerning the proposed regula- U.S.C. 1502. * * *

tions, in general, Roy A. Hirschhorn (202) Before these proposed regulations are Par. 2. Section 1.1502-3, as proposed
622-7770; concerning submissions anddopted as final regulations, consideratioto be amended at 63 F.R. 1804, January
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12, 1998, is amended by revising para- Par. 5. Section 1.1502-55, as proposgulblic hearing on these proposed regula-
graphs (c)(3) and (d)(2) and adding parde be added at 57 F.R. 62257, Decembépns.
graph (c)(4) to read as follows: 30, 1992, and amended at 63 F.R. 1804,

January 12, 1998, is further amended byATES: Written comments must be re-

revising paragraph (h)(4)(ii)(C) to readce'ved by June 24, _1998. Outlines of ore}l
as follows as follows: comments to be discussed at the public

hearing scheduled for July 15, 1998, must
§1.1502-55 Computation of alternative be received by June 24, 1998.
(c) *** minimum tax of consolidated groups.
(3) and (4) [The text of proposed para-
graphs (c)(3) and (4) of this section is the
same as the text of §1.1502-3T(c)(3) and (h) ***
(4) published in T.D. 8766.] (4) ***
(d) * % % (iii) * % *
(2) [The text of proposed paragraph (C) [The text of proposed paragrap
(d)(2) of this section is the same as th¢h)(4)(iii)(C) of this section is the same a
text of §1.1502-3T(d)(2) published inthe text of §1.1502-55T(h)(4)(iii)(C)
T.D. 8766.] published in T.D. 8766.]

81.1502—3 Consolidated investment
credit.

* * * * *

ADDRESSES: Send submissions to:
* ok %k CC:DOM:CORP:R (REG-104537-97),
room 5226, Internal Revenue Service,
POB 7604, Ben Franklin Station, Wash-
ington DC 20044. Submissions may be
rpand delivered between the hours of 8
.m. and 5 p.m. to: CC:DOM:CORP:T:R
REG-104537-97), Courier’'s Desk, In-
ternal Revenue Service, 1111 Constitution
Avenue, NW, Washington DC. Alterna-
ok k% % * ok ok k% tively, taxpayers may submit comments
electronically via the Internet by selecting
the “Tax Regs” option on the IRS Home
Page, or by submitting comments directly

Par. 3. Section 1.1502—-4, as proposed to Michael P. Dolan,
be amended at 63 F.R. 1804, January 12, Deputy Commissioner of
1998, is amended by revising paragraphs Internal Revenue. 0 the IRS Interet site at http://www.irs.

(7(3) and (g)(3) to read as follows: (Filed by the Office of the Federal Register orStreas.gov/prod/tax_regs/comments.html.
_ : : March 13, 1998, at 8:45 a.m., and published in thfhe public hearing will be held in room
§1.1502-4 Consolidated foreign tax Federal Register for March 16, 1998, 63 F.R. 127172615p Internal Regvenue Building, 1111

credit.
Constitution Avenue NW, Washington,
FooRF R . . DC 20224.
U Noé'ce o Pr%possij o FOR FURTHER INFORMATION CON
and Notice of Public Hearin -
(3) [The teXt, of .proposed paragraph J TACT: Concerning the regulations, Va-
(D(3) of this section is the Same as the texuidance Under Subpart F lerie Mark, (202) 622-3840; concerning
of 81.1502-4T()(3) published in T.D. pe|ating to Partnerships and submissions and the hearing, Mike
8766 Branches Slaughter (202) 622-7190 (not toll-free
) numbers).
(3) [The text of proposed paragrapiREG-104537-97
(9)(3) of this section is the same as the SUPPLEMENTARY INFORMATION:
text of §1.1502—-4T and (g)(3) publishe?®GENCY: Internal Revenue Service
in T.D. 8766.] (IRS), Treasury. Background
% % % % ACTION: Notice of proposed rulemak-!. In General

. ing, notice of proposed rulemaking by [n these proposed regulations, and in
Par. 4. Section 1.1502-9, as proposeg g reference to temporary regulation€mporary regulations published in T.D.

to be amended at 63 F.R. 1804, January,  iice of public hearing. 8767, the Treasury and IRS set forth a
12, 1998, is amended by revising para- framework for dealing with the issues
graph (b)(1)(v) to read as follows: SUMMARY: The IRS and Treasury De-posed by the use of certain entities which

partment are issuing temporary regulaare regarded as fiscally transparent for the
tions, published in T.D. 8767, page 4 opurposes of U.S. tax law, with regard to
this Bulletin, relating to the treatmentthe application of subpart F of the Internal
under subpart F of certain branches of Revenue Code.
X % % x % controlled foreign corporation (CFC) that Subpart F was enacted by Congress to
(b) *** are treated as separate entities for foreidimit the deferral of U.S. taxation of cer-
(1) *** tax purposes . The text of the temporanain income earned outside the United
(V) [The text of proposed paragra hregulations also serves as the text of theStates by foreign corporations controlled
) prop paragrap roposed regulations. In addition, thify U.S. persons. Limited deferral was re-
(b)(1)(v) of this section is the same as thg : L
: ._document contains proposed regulationgined after the enactment of subpart F to
text of §1.1502-9T(b)(1)(v) published in . o "
relating to the treatment of a CFC’s disprotect the competitiveness of controlled
T.D. 8766.] Lo L . . . .
tributive share of partnership incomeforeign corporations (CFCs) doing busi-
A This document also provides notice of mess overseas. See S. Rep. No. 1881,

§1.1502-9 Application of overall foreign
losses recapture rules to corporations
filing consolidated returns.
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87th Cong., 2d Sess. 78-80 (1962). Thachieve fiscal transparency can lead to irsubchapter K and subpart F and the poli-
limited deferral furthers the objective ofappropriate results under certain substasies underlying those provisions. The

allowing a CFC engaged in an activdive international provisions of the Codelegislative history of subchapter K indi-

business, and located in a foreign countrJhus, the Treasury and the IRS believeates that a partnership distributive share
for appropriate economic reasons, tthat it is necessary to provide additionashould be characterized by using the ap-
compete in a similar tax environment witrguidance regarding the use of hybrid entiproach that best serves the Code or regu-
non-U.S. owned corporations located iities in the international contexSeepre- lations section at issue. Subpart F limits

the same country. amble to T.D. 8697, 61 Fed. Reg. 66588eferral of U.S. income tax on common
Conversely, one of the purposes of sufbecember 18, 1996). types of passive income received by
part F is to prevent CFCs from convertin CFCs, as well as on certain other types of

active income that is not easily moveabl I C_ont_rolle_d Foreign Corporatlon_s easily moveable income. To allow a CFC
Distributive Share of Partnership

and is earned in a jurisdiction in which a Incom to avoid subpart F treatment for items of
business is located for non-tax reasonsI CBO € G | c . income by the simple expedient of receiv-
into passive, easily moveable income7 n Brown roup, Inc. v. ~ommissionery g them as distributive shares of partner-
: L . 7 F.3d 217 (8th Cir. 1996), vacating and,. - ; :
shifted to a lower tax jurisdiction primar- . hip income, rather than directly, is con-
. . remanding 104 T.C. 105 (1995), a Cay:
ily for tax avoidance. Moreover, when t

A rary to the intent of subpart F.
. . .~ man Islands partnership with a Cayman

s#bpart F was first enacted it was reahze%lands CFC partner earned commissioBxplanation of Provisions
t at_ relatepl person transactions can t? come from selling footwear purchased
easily manipulated to reduce both Unitef, g i) o penalf of the CFC's U.S. par- Under these proposed regulations, in-
States and foreign taxes. Consequently, . 11is commission income would hav&€ome and deductions would be character-
in enacting subpart F, Congress providegia., gppart F income, specifically forized at the partnership level. If any part of
that transactions of CFCs that involve reéign base company saies income undtfe partnership’s gross income would be
lated persons generally give rise 10 SUlsyovin 954(d), to the CFC if it had earne@Ubpart F income if received directly by
part F.income with certain enumerated, . ~ommission income directly andpartners that are CFCs, it must be sepa-
exceptions. under the same circumstances in whickately stated under section 702. Com-

Hybrid branches, by definition, are not,e hartnership earned this income. Th@ents are requested as to whether this rule
regarded as fiscally transparent under foka, coyrt held that the CFC's distributiveshould not apply for ownership levels
eign law. ThUS, they are partiCU|ar|y Welghare of this commission income was Subl.nder certain thresholds. The regulations
suited for the type of tax avoidance depsrt F income. The Eighth Circuit, vacatunder section 702 also would be clarified
scribed above. In light of the recent proj,g ang remanding the Tax Court's decito expressly provide that an item must be
liferation of hybrid branches, Treasurysion held that the CFC’s distributiveseparately stated when, if separately taken
and the IRS believe that it is appropriatghare of this commission income was ndfto account by any partner, the separately
to consider the issues related to transagubpart F income. stated item would affect the income tax li-
tions involving hybrid branches, or other |5 response to the Eighth Circuit'sability of that partner or any other person.
hybrid entities, under subpart F. opinion, the IRS announced that it in-This clarification incorporates in the regu-

The use of other organizations that argnged to issue regulations under subpdations the position of the IRS. See Rev.
fiscally transparent for U.S. tax purposess to confirm its position that whether aRul. 86-138 (1986—2 C.B. 84) (holding
including partnerships, raise additional iScFC partner’s distributive share of partthat a subsidiary partnership in a multi-
sues. These entities may or may not Resrship income is subpart F income gertiered arrangement must separately state
fiscally transparent under foreign law. Irerally is determined at the CFC partneitems which, if separately taken into ac-
the context of subpart F, issues similar taye]. See Notice 96—39 (19962 C.Bgount by any partner of any partnership in
those raised in connection with hybricxgg). the multi-tiered arrangement, would affect
branches are raised in connection with These proposed regulations would adhe income tax liability of that partner).
partnerships. (Other fiscally-transparengress the treatment of a CFC partner’s dis- The regulations under section 952
entities, such as grantor trusts, will be thgibutive share of partnership incomewould also be clarified to expressly in-
subject of guidance issued in conjunctiofinder subpart F. These regulations appiiude within the definition of subpart F
with the finalization of regulations underto all categories of subpart F income, ndhcome a CFC’s distributive share of any
section 672(f).) only to foreign base company sales initem of gross income of a partnership to

The entity classification regulations ofcome, which was at issue in Browrthe extent the income would have been
§8301.7701-1 through 301.7701-3 (th&roup. These regulations would providsubpart F income if received by the CFC
check-the-box regulations) make entityspecific rules that apply to determine gartner directly. The proposed regula-
classification generally elective, in part S&CFC partner’s distributive share of foreigrtions would further provide that, gener-
that taxpayers can choose a tax status cqrersonal holding company income, forally, in determining whether a distributive
sistent with their business objectiveseign base company sales income, foreigshare of partnership income is subpart F
This administrative provision, however,base company services income, and earimcome, whether an entity is a related per-
was not intended to change substantiviags invested in United States property. son and whether activity takes place in or
law. Particularly in the international area, The approach taken by these proposemitside the CFC’s country of incorpora-
however, the ability to more easilyregulations is based on the provisions dfon is determined with respect to the CFC
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partner and not the partnership. Thus, ashare rules. As previously noted, the genH. Hybrid Branches

the Brown Group facts, the income ireral rules would provide that income that Temporary regulations, published in

issue would retain its character as concould be foreign base company sales ifF.D. 8767, amend the Income Tax Regu-
mission income from the sale of shoesome at the CFC partner level is sepdations (26 CFR part 1) relating to sec-

purchased in Brazil on behalf of a U.Srately stated and that determinations as tmns 952 and 954 by adding rules relating
parent for sale in the U.S. It would be derelatedness and the relevant country ate the treatment under subpart F of certain
termined at the CFC partner level that thenade at the partner level. Consistent withranches of a CFC or a partnership in
shoes were manufactured and sold for uskee framework outlined above, these regahich a CFC is a partner that are treated
outside of the CFC’s country of incorpo-ulations would allow a CFC's distributiveas separate entities for foreign tax pur-
ration (Cayman Islands), and that the U.&hare of sales income to be excludegoses. The text of those temporary regu-
parent was a related person with respeanhder the manufacturing exception ofations also serves as the text of the pro-
to the CFC. Thus, the income would b&1.954-3(a)(4), when the partnership’posed regulations. The preamble to the
foreign base company sales income.  activities with respect to the property itemporary regulations explains the rea-

The proposed and temporary regulasells (without regard to the CFC partner’sons for the addition.

tions also address the question of whethactivities) would be sufficient to consti-
a CFC'’s distributive share of partnershigute manufacturing. )
income can qualify for the exceptions Treasury and the IRS are considering1 These regulations are proposed to
from foreign personal holding companyapplying foreign base company sales in-_pply fortaxa_ble years qfa controlied for-
income treatment. Some of these excepome rules in the context of manufacturs' 9" corpgrauon beg!nnlng on or gfter th.e
tions are based on whether the income isg branches of partnerships. Commen%‘:te the final regulations are published in

IV. Proposed Effective Date

earned in a transaction with a related peare requested as to the appropriate sco 2 IFReg\?vriﬁlrsls?)ﬁfrri.nc[i:;;spgﬁé gﬁ;'hoodrs’
son that is incorporated, or uses propertgf such rules. . )
P property jties under subpart F and subchapter K to

in the CFC’s country of incorporation. Under the general rule for determininga | . .
The proposed and temporary regulationshether a CFC partner’s distributive pply an aggregate approach, |r'1clud|ng
address the application of those excehare includes subpart F income, a CF%l'?Ol_Z(e) apd @. of the r.egulat|ons for
tions. Other exceptions are based on thpartner’s distributive share of partnershi eriods for which itis effective.
activities performed by the CFC in conincome earned from performing servicegpecial Analyses
nection with the property through which itfor or on behalf of a person that is a re-
earns the income. The proposed reguléated person with respect to the CFC part- It has been determined that this notice
tions would provide that the exceptionsier will be foreign base company service8f proposed rulemaking is not a signifi-
requiring activity will generally apply if income. These proposed regulations al$gnt regulatory action as defined in Exec-
the exception would have applied to thevould describe how the substantial assisltive Order 12866. Therefore, a regula-
income had the partnership itself been tance rule of §1.954—4(b)(1)(iv) appliedory assessment is not required. It has
CFC. This requirement is not met if thewhen the CFC earns services incoma@lso been determined that section 553(b)
partnership can qualify for the exceptiorthrough a partnership. When the partneff the Administrative Procedures Act (5
only by taking into account the separatship is performing services for a perso®-S.C. chapter 5) does not apply to these
activities of its partners (e.g., the partnemnrelated to the CFC partner but the CF€ggulations, and, because the regulation
ship owns property and the CFC providepartner provides substantial assistance #9es not impose a collection of informa-
the management services). the partnership contributing to the perforfion on small entities, the Regulatory
These proposed regulations wouldnance of those services, the partner aAdexibility Act (5 U.S.C. chapter 6) does
amend the rules regarding the applicatiothe partnership would be regarded a0t apply. Pursuant to section 7805(f) of
of the manufacturing exception ofseparate entities and the substantial assi§€ Code, this notice of proposed rule-
§1.954-3(a)(4). The regulations wouldance provided from the CFC to the partaking will be submitted to the Chief
clarify the Service’s current position thatnership would cause the CFC’s distribuCounsel for Advocacy of the Small Busi-
in general, a controlled foreign corporative share of the services income to bBeSS Administration for comment on its
tion can apply the exception only if it hagreated as foreign base company servicd8Pact on small business.
performed the manufac'guring a_cFiyities it-inqome. Trea_lsury gnc_;l the IRS are ConSiQfomments and Public Hearing
self. Thus, manufacturing activities of aering applying similar principles to
contract manufacturer will not be takerbranches. Comments are requested onBefore these proposed regulations are
into account. this issue. adopted as final regulations, considera-
Nevertheless, the manufacturing activi- Finally, consistent with Rev. Rul. 90—tion will be given to any written com-
ties of a partnership may be taken into ad12 (1990-2 C.B. 186), the regulationsnents (preferably a signed original and
count under the distributive share rulegvould provide that, for purposes of sectioright (8) copies) that are timely submitted
when the partnership sells the propert956, a CFC partner’s investment in U.Sto the IRS. All comments will be avail-
that it manufactures. These proposed regroperty includes the U.S. property held bwble for public inspection and copying.
ulations would clarify how the manufac-a partnership to the extent of the CFC’s A public hearing has been scheduled
turing exception of §1.954-3(a)(4) ap-ownership interest in the partnershipfor July 15, 1998, at 10 a.m., in room
plies in the context of the distributiveComments are requested on this issue. 2615, Internal Revenue Building, 1111
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Constitution Avenue NW, Washingtonthat partner did not take the item into acship. PRS earns $100 of interest income that is not
DC. Because of access restrictions, viscount separately. Thus, if any partner is &POort financing interest, as defined in section
tors will not be admitted beyond thecontrolled foreign corporation, as defined>*(©(2)(E). from a person unrelated to CFC. This

- : . . . . Interest income would have been foreign personal
building lobby more than 15 minutes bein section 957, items of income tha;]0|ding company income to CFC, under section
fore the hearing starts. would be gross subpart F income if takeBsac), if it had received this income directly. Ac-

The rules of 26 CFR 601.601(a)(3)into account by the controlled foreign cor<ordingly, CFC's distributive share of this interest
apply to the hearing. poration must be separately stated for dncome, $80, is foreign personal holding company

Persons that wish to present oral conpartners. Under section 911(a), if any'®°™*
ments at the hearing must submit writtepartner is a bona fide resident of a foreign x ok % %+ %
comments by June 24, 1998, and submit @ountry who may exclude from gross in- ) .
outline of topics to be discussed and timeome the part of the partner’s distributive ~a- 4. Section 1.954-1 is amended as
to be devoted to each topic (signed originahare which qualifies as earned income a8'"%Ws: _
and eight (8) copies) by June 24, 1998. defined in section 911(b), the earned in- L~ Paragraphs (c)(1)(i)(A) through (D)

A period of 10 minutes will be allotted come of the partnership for all partner@&® redesignated as (c)(1)(i)(A)
to each person for making comments. must be separately stated. Similarly, alfifough &), respectively.

An agenda showing the scheduling ofelevant items of income or deduction of 2- A New paragraph heading for newly
the speakers will be prepared after ththe partnership must be separately stat&fsignated paragraph (c)(1)(i)(A) is
deadline for receiving outlines hasfor all partners in determining the applicaf"dded- .
passed. Copies of the agenda will beility of section 183 (relating to activites 3- New paragraphs (c)(1)(i)(B)
available free of charge at the hearing. not engaged in for profit) and the recomthrough (E) are added.

putation of tax thereunder for any partner. 4 Paragraph (g) is added.

Drafting Information The additions read as follows:
* * * * *
The principal author of these regula- s 81.954-1 Foreign base company income.
tions is Valerie Mark of the Office of the ()

* * * * *

Associate Chief Counsel (International), (1) x>~ o ]

IRS. However, other personnel from the (V) In determining whether theée min- Q) ***
IRS and Treasury Department particiimis or full inclusion rules of section (1) ***
pated in their development. 954(b)(3) apply. (i) Deductions against gross foreign

* ok % % % base company income(A) In general

* % %

) Par. 3. In §1.952-1, paragraphs (b) x % % % %
Proposed Amendments to the Regulatloqﬁrough (f) are redesignated as paragraphs
(c) through (g), respectively, and a new (B) through (E) [The text of the pro-

Accordingly, 26 CFR part 1 is pro- , .
. paragraph (b) is added to read as followgRosed paragraphs (c)(1)(i)(B) through (E)
posed to be amended as follows: is the same as the text of §1.954—

PART 1—INCOME TAXES §1.952-1 Subpart F income defined.  1T(c)(1)(i)(B) through (E) published in
T.D. 8767.]

* * * * *

* * * * *

Paragraph 1. The authority citation for

26 CFR part 1 continues to read in part as (b) Treatment of distributive share of ooRoE o

follows: partnership income-(1) In general. A (9) Distributive share of partnership in-
Authority: 26 U.S.C. 7805 * * * controlled foreign corporation’s distribu-come—(1) Application of related person
Par. 2 Section §l702—1 is amended #ise share of any item of income of a partand Country of Organization test&Jnless

follows: nerShip is income that falls within a CateOtherwise provided, to determine the ex-
1. Paragraph (a)(8)(ii) is revised. gory of subpart F income described iRent to which a controlled foreign corpora-

2. Anew paragraph (C)(l)(V) iS added.Section 952(a) to the extent the |tem Of in['ion's distributive Share of any |tem of

The addition and revision read as folcome would have been income in SUCBross income of a partnership would have
lows: category if received by the controlled foryeen subpart F income if received by it di-
eign corporation directly. For specificrectly, under §1.952—1(b), if a provision of
rules regarding the treatment ofadistribusubpart F requires a determination of

(@) *** tive share of partnership income undefhether an entity is a related person,

(8) * * * certain provisions of subpart F, segithin the meaning of section 954(d)(3),

(i) Each partner must also take into ac331:954-1(9); 1.954-2(a)(5); 1.954-3(a)or whether an activity occurred within or
count separately the partner’s distributivé®); 1.954-4(0)(2)(ii)); and 1.954-6(9). outside the country under the laws of
share of any partnership item which, if (2) Example. The application of this \yhich the controlled foreign corporation is
separately taken into account by any parparagraph (b) may be illustrated by thereated or organized, this determination
ner, would result in an income tax liabilityfollowing example. shall be made by reference to such con-
for that partner, or for any other person, gyxample.CFC, a controlled foreign corporation, trolled foreign corporation and not by ref-
different from that which would result if is an 80-percent partner in PRS, a foreign partnegrence to the partnership.
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(2) Example. The application of para- corporation had earned the income dibase company sales income if received by
graph (g)(1) of this section is illustratedrectly, determined by taking into accountt directly, under 81.952-1(b), the prop-
by the following example: only the activities of, and property ownecerty sold will be considered to be manu-
_ , by, the partnership and not the separafactured, produced or constructed by the
Example (i) CFC1, a controlled foreign corpora- . . . i
tion organized in Country A, is an 80-percent parme@'CtIVItleS or property of the controlled for—contrqlled foreign corporation W|th|_n the
in Partnership, a partnership organized in Country E2IgN corporation or any other person.  meaning of paragraph (a)(4) of this sec-
CFC2, a controlled foreign corporation organized in (iii) [The text of the proposed para-tion only if the manufacturing exception
Country B, owns the remaining 20 percent intereggraph (a)(5)(iii) is the same as the text obf paragraph (a)(4) of this section would
in Partnership. CFC1 and CFC2 are owned by 81 954_2T(a)(5)(iii) published in T.D. have applied to exclude the income from
common U.S. parent, USP. CFC2 manufactureg; g7 | foreign base company sales income if the
Product A in Country B. Partnership earns sales in- : . . ) -
come from purchasing Product A from CFC2 and (6) Special rules applicable to excep-controlled foreign corporation had earned
selling it to third parties located in Country B thattions from foreign personal holding com-the income directly, determined by taking
are not related persons with respect to CFC1 gsgany income treatment in circumstancemto account only the activities of, and
CFC2. For purposes of determining whethejnyolying hybrid branches-(i) [The text property owned by, the partnership and
CFCLs distributive share of Partnership's sales inat 1o nroposed paragraph (a)(6)(i) is thaot the separate activities or property of
come is foreign base company sales income under . "
section 954(d), CFC1 is treated as if it purchaseg@me as the text of §1.954-2T(a)(6) pulthe controlled foreign corporation or any
Product A from CFC2 and sold it to third parties inlished in T.D. 8767.] other person.

Country B. Under section 954(d)(3), CFC2 is a re-
lated person with respect to CFC1. Thus, with re-
spect to CFC1, the sales income is deemed to be de'PaI’. 6. Section 1.954—3 is amended asPar_ 7. In 81.954-4, paragraph

rived from the purchase of personal property from ? lows: (b)(2)(iii) is added to read as follows:
related person. Because the property purchased f :

both manufactured and sold for use outside of Coun- 1. The second sentence of paragrapgl.954_4 Foreign base company
try A, CFC1’s country of organization, CFC1's dis-(a)(4)(i) is revised. services income
tributive share of the sales income is foreign base 2, The first sentence of paragraph ’

company sales income. . ()(4)(ii) is revised. * ok x  Kx %
(i) For purposes of determining whether CFC2’s

* * * * * * * * * *

distributive share of Partnership’s sales income is 3. Para_gr_aph (a)(6) IS a_dded' (b) oxE
foreign base company sales income, CFC2 is treated | N€ revisions and addition read as fol- () « x
as if it directly sold Product A to third parties within [OWS: (i) Special rule applicable to distribu-

Country B. Therefore, Product A is both manufac- )
tured and sold for use within CFC2's country of or-81.954-3 Foreign base company sales
ganization. Thus, CFC2’s distributive share of Partncome.

tive share of partnership incomé con-
trolled foreign corporation’s distributive

nership’s sales income is not foreign base company share of a partnership’s services income
sales income. (@) *** will be deemed to be derived from ser-
(4) *** vices performed for or on behalf of a re-

Par. 5. In 81.954-2, paragraph (a)(5)

and (a)(6) are added to read as follows: (i * * * A controlled foreign corpora- lated person, within the meaning of sec-

tion (selling corporation) will be consid-tion 954(e)(1)(A), if the partnership is a

§1.954-2 Foreign personal holding ered, for purposes of this paragraphelated person with respect to the con-
company income. (a)(4), to have manufactured, producedyolled foreign corporation, under section
or constructed personal property that i954(d)(3), and, in connection with the ser-

(@) *** sells if, as a result of the operations convices performed by the partnership, the

(5) Special rules applicable to distribu- ducted by such selling corporation in coneontrolled foreign corporation provided
tive share of partnership income(i) nection with the property that it purchase@ssistance that would have constituted
[The text of the proposed paragraptand sold, the property sold is in effect nosubstantial assistance contributing to the
(@)(5)(i) is the same as the text of §1.954the property that it purchased. * * * performance of such services, under para-
2T(a)(5) published in T.D. 8767.] (i) * * * If, prior to its sale of property graph (b)(2)(ii) of this section, if fur-

(i) Certain other exceptions applicablethat it has purchased, a selling corporationished to the controlled foreign corpora-
to foreign personal holding company insubstantially transforms the property, théion by a related person.
come. To determine the extent to which aselling corporation will be treated as hav- x % % % %
controlled foreign corporation’s distribu-ing manufactured, produced, or con- ) .
tive share of an item of income of a partstructed such property. * * * Par. 8. Section 1.954-9 is added to
nership is foreign personal holding com- read as follows:
pany income, the exceptions contained in oo §1.954-9 Hybrid branches.
sections 954(c)(2) and §1.954-2(b)(2) (6) Special rule applicable to distribu-
and (6), (e)(2)(ii), (N(Q)(i), (9)(2)(ii), and tive share of partnership incomdi) In [The text of this proposed section is the
(h)(3)(ii), shall apply only if any such ex-general. To determine the extent to whichsame as the text of §1.954-9T published
ception would have applied to exclude tha controlled foreign corporation’s distrib-in T.D. 8767.]
income from foreign personal holdingutive share of any item of gross income of Par. 9. In 81.956-2, paragraph (a)(3)
company income if the controlled foreigna partnership would have been foreigis added to read as follows:
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81.956-2 Definition of United States Notice of Proposed Rulemaking to the IRS Internet site at http://www.irs.

property. and Notice of Public Hearing ustreas.gov/prod/tax_regs/comments.html.
x The public hearing will be held in room
(@) Allocation and Sourcing of 2615, Internal Revenue Building, 1111

(3) For purposes of section 956, i 3,,me and Deductions Among ~ Constitution Avenue, NW, Washington,

controlled foreign corporation is a partne . DC
in a partnership that owns property th axpayers Engaged in a Global '

would be United States property, within?€aling Operation FOR FURTHER INFORMATION CON-

the meaqing of parggraph (a)(1) of thiﬁEG—208299—90 TACT: F:oncerning the regula.tions in gen-
section, if owned directly by the con- eral, Ginny Chung of the Office of Asso-
trolled foreign corporation, the controlledAGENCY: Internal Revenue Serviceciate Chief Counsel(International), (202)
foreign corporation will be treated as hold{IRS), Treasury. 622-3870; concerning the mark-to-market
ing an interest in the property equal to its ) . treatment of global dealing operations,
ownership interest in the partnership an@CTION: Notice of proposed rulemakinggichard Hoge or JoLynn Ricks of the Of-
such ownership interest will be treated a8nd notice of public hearing. fice of Assistant Chief Counsel (Financial

an interest in United States property. SUMMARY: This document contains nstitutions & Products), (202) 622-3920;

Xk k%« proposed rules for the allocation amongﬂqncerning submissions and the hearing,
controlled taxpayers and sourcing of in: :Ic?ael Slaughter, (202) 622-7190 (not
PART 301—PROCEDURE AND come, deductions, gains and losses from'@/-T€€ nuMbers).

ADMINISTRATION global dealing operation; rules applyingsyppLEMENTARY INFORMATION:

these allocation and sourcing rules to for-

CFPISI rF.) alr(t)ISOEhSOEEEZ%?t/oC:g??nf;;rfgesign currency transactions and to foreigRaperwork Reduction Act
follows: corporations engaged in a U.S. trade or h lecti ¢ inf i tained
Auth;)rity' 26 U.S.C. 7805 * * * business; and rules concerning the mark- th'e cotlec |ofns orin o;rrlalg):]:lgz alrr:: o
Par 11' Se(.:ti.or.l 301.7701-3 igo-market treatment resulting from hedgEeeslssl%ﬁitgdptfrt)ﬁ:%ﬁ;e of I\I/Ignag\é-
amended as follows: Ing activities of a global dealing OPEI& 1 ont and Budget for review in accordance

1. Paragraph (a) is amended by addin[bog' dThese_ proposed rﬁ les affect foreigh, o Paperwork Reduction Act of 1995
a sentence at the end of the paragraph. 2nd domestic persons that are participanty ", o 3507(d)). Comments on the
2. Paragraph (c)(1)(iv) is amended by} Such operations either directly or indi= .00 cincormation should be sent to
adding a sentence at the end of the pardClly through subsidiaries or partners, "o ¢ Management and Budget,

graph. ships. These proposed rules are necesSaln: Desk Officer for the Department of

The additions read as follows: to enable participants in a_globa! dealing, o Treasury, Office of Information and
operation to determine their arm’s lengt egulatory Affairs, Washington, DC
§301.7701-3 Classification of certain  contribution to a global dealing operatlonzososy with copies to the Internal Revenue

business entities. This document also provides notice of Lapvice. At IRS Reports Clearance offi

ublic hearing on these proposed regula- :
(@) [The text of the proposed paragrapﬁ g prop 94'%er, T:Fs:FP, Washington, DC 20224.

(a) of this section is the same as the text 01p ns. Comments on the collections of informa-
§301.7701-3T(a) published in T.D.DATES: Written comments must be relion should be received by May 5, 1998.
8767 ] ceived by June 4, 1998. Outlines of oral Comments are specifically requested
comments to be discussed at the publf¢Pncerning:

hearing scheduled for July 9, 1998, mus/hether the proposed collections of in-

(c) *** be received by June 18, 1998. formation are necessary for the proper
Q) *** performance of the functions of the Inter-

(iv) [The text of the proposed paraADDRESSES: Send submissions tonal Revenue Service, including whether
graph (c)(1)(iv) of this section is the sam&C:DOM:CORP:R (REG-208299-90),the information will have practical utility;
as the text of §301.7701-3T(c)(1)(iv)room 5226, Internal Revenue ServiceThe accuracy of the estimated burden as-
published in T.D. 8767.] POB 7604, Ben Franklin Station, Washsociated with the proposed collections of
ington, DC 20044. Submissions may béformation (see below);
hand delivered between the hours of Blow the quality, utility, and clarity of the
Michael P. Dolan. &M and 5 p.m. to: CC:DOM:CORP:Rinformation to be collected may be en-
'f(REG—208299—90), Courier’s Desk, Inanced:;

ternal Revenue Service, 1111 Constitutiorlow the burden of complying with the

Avenue, NW, Washington, D.C. Alterna-proposed collections of information may

(Filed by the Office of the Federal Register ortively, taxpayers may submit commentde minimized, including through the ap-

gs&ghofielgzgérglz:ngg'i[’s't”e‘r"f;”&eﬁ‘éﬁ"zsgefgg‘st%?ectronicaIIy via the Internet by selectingplication of automated collection tech-

F.R. 14669) ' ' the “Tax Regs” option on the IRS Homeniques or other forms of information tech-
Page, or by submitting comments directlyiology; and

* * * * *

* * * * *

Deputy Commissioner o
Internal Revenue.
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Estimates of capital or start-up costs andome from notional principal contractsdealing operations that replace the speci-
costs of operation, maintenance, and puunder which such income will be treatedied methods in §81.482-3 through
chase of services to provide information.as U.S.-source ECI if it arises from thel.482—-6.

The collections of information in theseconduct of a U.S. trade or business under This document also contains proposed
proposed regulations are in 881.475(g)principles similar to those that applyregulations addressing the source of in-
2(b), 1.482-8(b)(3), 1.482-8(c)(3),under section 864(c)(2). An identical rulecome earned in a global dealing operation
1.482-8(d)(3), 1.482-8(e)(5), 1.482-applies for determining U.S. source EChnd the circumstances under which such
8(e)(6), and 1.863-3(h). The informatiorunder §1.988-4(c) from foreign exchang@&come is effectively connected to a for-
is required to determine an arm’s lengtigain or loss from certain transactions deeign corporation’s U.S. trade or business.
price. The collections of information arenominated in a foreign currency. The regulations proposed under section
mandatory. The likely recordkeepers are Because no regulations were issued 863 generally source income earned in a
business or other for-profit institutions. response to the comments that were rglobal dealing operation by reference to

An agency may not conduct or sponsogeived after Announcement 90-106, therthe residence of the participant. For these
and a person is not required to respond teemain a number of uncertainties regardsurposes, residence is defined under sec-
a collection of information unless the coling the manner in which the existing regution 988(a)(3)(B) such that global dealing
lection of information displays a valid lations described above apply to financiahcome may be sourced between separate
control number assigned by the Office oinstitutions that deal in financial instru-qualified business units (QBUSs) of a sin-
Management and Budget. ments through one or more entities ogle taxpayer or among separate taxpayers

Books or records relating to a collectrading locations. Many financial institu-who are participants, as the case may be.
tion of information must be retained agions have sought to resolve these proli=xceptions to this general rule are dis-
long as their contents may become matelems by negotiating advance pricingcussed in further detail below.
ial in the administration of any internalagreements (APAs) with the IRS. In Proposed amendments to the regula-
revenue law. Generally, tax returns and994, the IRS published Notice 94—-40tions under section 864 provide that the
tax return information are confidential, as1994-1 C.B. 351, which provided aprinciples of the proposed section 482
required by 26 U.S.C. 6103. generic description of the IRS’s experitegulations may be applied to determine

Estimated total annual recordkeepingnce with global dealing operations conthe amount of income, gain or loss from a
burden: 20,000 hours. Estimated averaghicted in a functionally fully integratedforeign corporation’s global dealing oper-
annual burden per recordkeeper is 4anner. Notice 94-40 specified that iation that is effectively connected to a
hours. Estimated number of recordkeepwvas not intended to prescribe rules for fub).S. trade or business of a participant.
ers: 500. ture APAs or for taxpayers that did notSimilar rules apply to foreign currency
enter into APAs. Moreover, Notice 94—4Qransactions that are part of a global deal-
provided no guidance of any kind for fi-ing operation.

In 1990, the IRS issued Announcemerfiancial institutions that do not conduct The combination of these allocation,
90-106, 1990-38 I.R.B. 29, requestin heir global dealing operations in a funcsourcing, and effectively connected in-
jonally fully integrated manner. come rules is intended to enable taxpayers
to establish and recognize on an arm’s
length basis the contributions provided by
separate QBUs to a global dealing opera-

Background

comments on how the regulations und
sections 482, 864 and other sections_, ‘ﬁxplanation of Provisions
the Internal Revenue Code could be im-
proved to address the taxation issuek Introduction >
raised by global trading of financial in- This document contains proposed rng'—‘m' i .
struments. Section 482 concerns the alltations relating to the determination of an 1MNiS document also contains proposed
cation of income, deductions, credits andrm’s length allocation of income amond€dulations under section 475 to coordi-
allowances among related parties. Seearticipants engaged in a global dealinft€ the accounting rules governing the
tion 864 provides rules for determiningoperation. For purposes of these reguldMing of income with the allocation,
the income of a foreign person that is “eftions, the terms “global dealing operaS°urcing, and effectively connected in-
fectively connected” with the conduct of aion” and “participant” are specifically COMe rules proposed in this document and
U.S. trade or business and therefore cafefined. The purpose of these regulatiorfdScussed above.
be_taxed on a net i_n.come basis in_thies to provide g.uid.ance on applying the, Explanation of Specific Provisions
United States. Provisions under sectiorerm’s length principle to transactions be-
864(c)(2) and (3) provide rules for detertween participants in a global dealing opA. 81.482-1(a)(1)
mining when U.S. source income is effeceration. The general rules in the final reg- Section 1.482-1(a)(1l) has been
tively connected income (ECI); sectionulations under section 482 that provideamended to include expressly transactions
864(c)(4) provides rules for determiningthe best method rule, comparabilityundertaken in the course of a global deal-
when foreign source income is ECI. analysis, and the arm’s length range aiag operation between controlled taxpay-
The rules for determining the source ofjenerally adopted with some modifica-ers within the scope of transactions cov-
income generally are in sections 861, 862ions to conform these principles to theered by section 482. The purpose of this
863 and 865, and the regulations promuglobal dealing environment. In additionamendment is to clarify that the principles
gated under those sections. Sectiothe proposed regulations contain newf section 482 apply to evaluate whether
1.863-7 provides a special rule for inspecified methods with respect to globaglobal dealing transactions entered into
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between controlled taxpayers are at armtdealing operation. However, if a persoiing is a related activity that may give rise
length. makes a market in, by buying and sellingo participant status. Related activities do
asset-backed securities, the income fromot include credit analysis, accounting
' - > that activity may be covered by these regservices, back office services, or the pro-

Section 1.482-8(a)(1) lists specifieq jations, regardless of whether the dealsfision of a guarantee of one or more
methods that may be used to determine ffaq 5 party to the loans backing the sectransactions entered into by a regular
global dealing transactions entered 'nt?lties. Therefore, income earned frondealer in securities or other participant.
between controlled taxpayers are at aMmg,ch lending activities or from securitiesThis definition is significant because the
Iengf[h. The enumerated_ methods must ki’ﬁeld for investment is not income from aransfer pricing methods contained in this
apphed n accordance_wnh a_II of the prog;pa dealing operation and is not govsection can only be used by participants,
visions of §1.482-1, including the bes rned by this section. A security may band only to evaluate whether compensa-
m_e_thod rule Qf §1.482-1(c), the coOMpardze|q for investment for purposes of thigion attributable to a regular dealer in se-
bl“t)’/ analysis of 81.482-1(d), and thesection even though it is not identified asurities or a marketing, sales, pricing, risk
arms Iepgth range ru'? of §1'482_1(62Peld for investment under section 475. management or brokering function is at
The ;ectlon further requires that' any mod--activities unrelated to the conduct of aarm’s length. Whether the compensation
|f|cat_|ons or supplemental c.onS|derat|c.)n lobal dealing operation are not coveregaid for other functions performed in the
appllcablg to a global dealing OperaF'O y these regulations, even if they are acourse of a global dealing operation (in-
set forth in §1.482-8(a)(3) be taken NQounted for on a mark-to-market basiscluding certain services and development

account when applying any of the transfe,&ccordingly, income from proprietary of intangibles) is at arm’s length is deter-

pricing methods. Specific mOdIfICat'onstrading that is not undertaken in conneanined under the appropriate section 482

_to the factors for'determlmng comparabll—tion with a global dealing operation, andegulations applicable to those transac-
ity and the arm’s length range rule ar

provided in §1.482-8(a)(3). These modi%ther fm_anu_al transqctlons thgt are nations. o _
S . . . entered into in a dealing capacity are not The definition of a global dealing oper-
fications and special considerations are . . .
) . . ~ “"covered by these proposed regulationation does not require that the global deal-
discussed in more detail under their r

; . ®he regulations require that participanteng operation be conducted around the
spective headings below. : . . - :
engaged in dealing and nondealing activivorld or on a twenty-four hour basis.

B. 81.482—(a)—General Requirements

C. §1.482-8(a)(2)—Definitions ties and/or multiple dealing activities segThese regulations will apply if the con-
Applicable to a Global Dealing regate income and expense attributable toolled taxpayers, or QBUs of a single
Operation each separate dealing operation so that ttexpayer, operate in the aggregate in more

Section 1.482-8(a)(2) defines “globabest method may be used to evaluatlan one tax jurisdiction. It is not neces-
dealing operation,” “participant,” “regular whether controlled transactions enteregary, however, for the participants to con-
dealer in securities,” and other terms thadfto in connection with a particular deal-duct the global dealing operation in more
apply for purposes of these regulationé.ﬂg activity are priced at arm’s length.than one tax jurisdiction. For example, a
These definitions supplement the generé’lhe regulations also require that taxpayparticipant that is resident in one tax juris-
definitions provided in §1.482-1(i). ers segregate their dealer activities frordiction may conduct its participant activi-

The rules of §1.482-8 apply only to dheir lending, proprietary trading or othetties in the global dealing operation
global dealing operation. A “global deal-investment activities not entered into irthrough a trade or business in another ju-
ing operation” consists of the execution ofonnection with a global dealing operarisdiction that is the same jurisdiction
customer transactions (including markettion. Comments are solicited on whethewhere the dealer activity of a separate
ing, sales, pricing and risk managemerihe proposed regulations issued undeontrolled taxpayer takes place. In this
activities) in a particular financial productsection 475 in this notice of proposedituation, the rules of this section apply to
or line of financial products, in multiple rulemaking are sufficient to facilitate determine the allocation of income, gain
tax jurisdictions and/or through multipleidentification of the amount of incomeor loss between the two controlled tax-
participants. The taking of proprietary pothat should be subject to allocation undepayers even if all of the income, gain or
sitions is not included within the definitionthe global dealing regulations. loss is allocable within the same tax juris-
of a global dealing operation unless the The term “participant” is defined as adiction.
proprietary positions are entered into by eontrolled taxpayer that is either a regular The term “regular dealer in securities”
regular dealer in securities in connectiodealer in securities within the meaning ois specifically defined in this regulation
with its activities as such a dealer. Thus, 81.482-8(a)(2)(iii), or a member of aconsistently with the definition of a regu-
hedge fund that does not have customegsoup of controlled taxpayers which in-lar dealer under §1.954-2(a)(4)(iv).
is not covered by these regulations. Posiludes a regular dealer in securities, sdnder these proposed regulations, a
tions held in inventory by a regular dealefong as that member conducts one atealer in physical securities or currencies
in securities, however, are covered bynore activities related to the activities ofs a regular dealer in securities if it regu-
these regulations even if the positions arguch dealer. For these purposes, such tafly and actively offers to, and in fact
unhedged because the dealer is takinglated activities are the marketing, salesjoes, purchase securities or currencies
view as to future market changes. pricing, and risk management activitiesrom and sell securities or currencies to

Similarly, lending activities are not in- necessary to the definition of a globatustomers who are not controlled taxpay-
cluded within the definition of a global dealing operation. Additionally, broker-ers in the ordinary course of a trade or
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business. In addition, a dealer in derivativity entered into as part of a global dealeontrolled transaction may be a relevant
tives is a regular dealer in securities if itng operation. For example, if a taxpayefactor in determining the reliability of the
regularly and actively offers to, and inoperates its global dealing activity in nouncontrolled transaction as a measure of
fact does, enter into, assume, offset, atonal principal contracts differently thanthe arm’s length price. The relevant time
sign or otherwise terminate positions ints foreign exchange trading activity, therperiod will depend on the price volatility
securities with customers who are nothe income from notional principal con-of the particular product.
controlled entities in the ordinary coursdracts may be allocated using a different The district director may, notwithstand-
of a trade or business. The IRS solicitmethodology than the income from foring §1.482-1(e)(1), adjust a taxpayer’s re-
comments on whether these regulationsign exchange trading. Moreover, theults under a method applied on a transac-
should be extended to cover dealers ibest method rule may require that differtion-by-transaction basis if a valid
commodities and/or persons trading foent methods be used to determine whethstatistical analysis demonstrates that the
their own account that are not dealers. different controlled transactions aregaxpayer’s controlled prices, when ana-
. priced at arm’s length even within thelyzed on an aggregate basis, provide re-
D. Best Method and Comparability — same product line. For example, onsults that are not arm’s length. See
Consistent with the general prinCiplesyethod may be the most appropriate t§1.482—1(f)(2)(iv). This may occur, for
of section 482, the best method rule aRyetermine if a controlled transaction beexample, when there is a pattern of prices
plies to evaluate the most appropriat§yeen a global dealing operation and arin controlled transactions that are higher
method for determining whether the congiher husiness activity is at arm’s lengthor lower than the prices of comparable
trolled transactions are priced at armgije 4 different method may be the mostincontrolled transactions.
length. New specified methods which rez 5 oriate to determine if the allocation Comments are solicited on the types of
place the specified methods of 881.482—¢¢ i,come and expenses among particanalyses and factors that may be relevant
through 1.482-6 for a global dealing 0pyants in a global dealing operation is afor pricing controlled financial transac-
eration are set forth in 8§81.482-8(b}y5 jength. tions in a global dealing operation. Sec-
through 1.482-8(f). The comparable gection 1.482-8(a)(3) reiterates thation 1.482—1(e) continues to apply in its
profits method of §1.482-5 has been e principle of comparability in §1.482—entirety to transactions among partici-
cluded as a specified method for a global ) applies to transactions entered intpants that are common to businesses other
dealing operation because of the higRy 3 global dealing operation. The comthan a global dealing operation. In this
variability in profits from company 10 o apility factors provided in §1.482—regard, the existing rules continue to
company and year to year due to differg5)(3) (functional analysis, risk, and ecoapply to pricing of certain services from a
ences in business strategies and fluctuggmic conditions), however, must be apparticipant to a regular dealer in securities
tions in the financial markets. plied in place of the comparability factorsother than services that give rise to partic-

The proposed regulations do not applyjiscyssed in §1.482-1(d)(3). The compdpant status.
specific methods to certain trading modrapijity factors for contractual terms in , _
els, such as those commonly referred to 1 482-8(a)(3) supplement the comparzf—- Comparable Uncontrolled Financial

the financial services industry as “separatgi“ty factors for contractual terms in  1ransaction Method
enterprise,” “natural klom?_, centrahzed§1_482_1(d)(3)(“)_ The comparability The cpmparable uncontro'lled fmanmgl
product management,” or “integrated trade, ~tors in this section have been includeffansaction (CUFT) method is set forth in
ing.” Rather, the proposed regulationg, provide guidance on the factors tha$l-482-8(b). The CUFT method evalu-
adopt the.best method rule of §1.482—1(q)]ay be most relevant in assessing Compa'ges Wheth(?r controlled transactions sat-
to.d_etermlne the most approprlate transfq(ribi"ty in the context of a global dealing!Sfy the arm's length standard by compar-
pricing methodology, taking into aCCO“”toperation. ing the price of a controlled financial
all of the facts and circumstances of a par- transaction with the price of a comparable
ticular taxpayer’s trading structure. ConE. Arm’s Length Range uncontrolled financial transaction. Simi-
sistent with the best method rule, there is In determining the arm’s length rangelarity in the contractual terms and risks
no priority of methods. 81.482-1(e) will apply except as modi-assumed in entering into the financial
Application of the best method rulefied by these proposed regulations. In ddéransaction are the most important compa-
will depend on the structure and organizaermining the reliability of an arm’s rability factors under this method.
tion of the individual taxpayer’s globallength range, the IRS believes that it is Ordinarily, in global dealing opera-
dealing operation and the nature of thaecessary to consider the fact that thions, proprietary pricing models are used
transaction at issue. Where a taxpayer imarket for financial products is highlyto calculate a financial product’s price
engaged in more than one global dealingolatile and participants in a global dealbased upon market data, such as interest
operation, it will be necessary to segreing operation frequently earn only thinrates, currency rates, and market risks.
gate each activity and determine on profit margins. The reliability of using aThe regulations contemplate that indirect
transaction-by-transaction basis withirstatistical range in establishing a compaevidence of the price of a CUFT may be
each activity which method provides theable price of a financial product in aderived from a proprietary pricing model
most reliable measure of an arm’s lengtglobal dealing operation is based on factéthe data used in the model is widely and
price. It may be appropriate to apply thend circumstances. In a global dealingoutinely used in the ordinary course of
same method to multiple transactions abperation, close proximity in time be-the taxpayer’s business to price uncon-
the same type within a single business atween a controlled transaction and an urtrolled transactions, and adjustments are
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made to the amount charged to reflect diexceeds the brokerage function, it bek Profit Split Methods
ferences in the factors that affect the priceomes more difficult to find comparable New profit split methods are proposed
to which uncontrolled taxpayers wouldfunctions because the contributions mad®r global dealing participants under
agree. In addition, the proprietary pricingn structuring one complex financial prod-81.482—8(e). Global dealing by its nature
model must be used in the same mannact are not likely to be comparable to thénvolves a certain degree of integration
to price transactions with controlled andtontributions made in structuring a differ-among the participants in the global deal-
uncontrolled parties. If a taxpayer uses itsnt complex financial product. Accord-ing operation. The structure of some
internal pricing model as evidence of angly, the regulations provide that the religlobal dealing operations may make it
CUFT, it must, upon request, furnish thebility of this method is decreased wherdifficult to apply a traditional transac-
pricing model to the district director ina participant is substantially involved intional method to determine if income is
order to substantiate its use. developing a financial product or in tai-allocated among participants on an arm’s
loring the product to the unique requirelength basis. Two profit split methods,

G. Gross Margin MethOd . _ments of a customer prior to resale. the total profit split method and the resid-
The gross margin method is set forth in ual profit split method, have been in-

§1.482-8(c) and should be considered iH. Gross Markup Method cluded as specified methods for determin-
situations where a taxpayer performs only Like the gross margin method, theng if global dealing income is allocated
a routine marketing or sales function agross markup method set forth in §1.482z¢ arm's length.
part of a global dealing operation. Fre8(d) should generally be considered in sit- profit split methods may be used to
quently, taxpayers that perform the salesations where a taxpayer performs only gyajuate if the allocation of operating
function in these circumstances particiroutine marketing or sales function as pagrofit from a global dealing operation
pate in the dealing of a variety of, ratheof a global dealing operation, and, as i§ompensates the participants at arm’s
than solely identical, financial products.often the case, handles a variety of finanength for their contribution by evaluating
In such a case, the variety of financiatial products within a relevant time pe-f the allocation is one which uncontrolled
products sold within a relevant time pefiod. The gross markup method is geneparties would agree to. Accordingly, the
riod may limit the availability of compa- ally appropriate in cases where th‘?eliability of this method is dependent
rable uncontrolled financial transactionstaxpayer performs a routine sales functioupon clear identification of the respective
Where the taxpayer has performed a simin buying a financial product from an un-contributions of each participant to the
lar function for a variety of products,controlled party and reselling or transferg|oba| dealing operation.
however, the gross margin method can ling the product to a controlled party. In general, the profit split methods
used to determine if controlled transac- The gross markup method determines fyust be based on objective market
tions are priced at arm’s length by referthe gross profit earned on the purchase genchmarks that provide a high degree of
ence to the amount earned by the taxpayBmancial products from uncontrolled par-eliability, i.e., comparable arrangements
for performing similar functions with re- ties and sold to controlled taxpayers is ajetween unrelated parties that allocate
spect to uncontrolled transactions. arm’s length by comparing that profit toprofits in the same manner and on the
The gross margin method determines ihe gross profit earned on uncontrollegame basis. Even if such comparable un-
the gross profit realized on sales of finartransactions. Like the gross margircontrolled transactions are not available,
cial products acquired from controlledmethod, comparability under this methothowever, the taxpayer may be able to
parties is at arm’s length by comparinglepends on the similarity of the functiongiemonstrate that a total profit split pro-
that profit to the gross profit earned orperformed and risks assumed in the coRides arm’s length results that reflect the
uncontrolled transactions. Since comparolled and uncontrolled transactions. Aceconomic value of the contribution of
rability under this method depends on theordingly, adjustments should be made fasach participant, by reference to other ob-
similarity of functions performed anddifferences between the functions perjective factors that provide reliability due
risks assumed, adjustments must be matt#med in the sale or transfer of financiato their arm’s length nature. For exam-
for differences between the functions perproducts to controlled parties, and thele, an allocation of income based on
formed in the disposition of financialfunctions performed with respect to therader bonuses may be reliable, under the
products acquired in controlled transacsale or transfer of financial products to unparticular facts and circumstances of a
tions and the functions performed in theontrolled parties. Although close productjiven case, if the taxpayer can demon-
disposition of financial products acquiredsimilarity will tend to improve the reliabil- strate that such bonuses are based on the
in uncontrolled transactions. Althoughity of the gross markup method, the reliavalue added by the individual traders. By
close product similarity will tend to im- bility of this method is not as dependent ogontrast, an allocation based on head-
prove the reliability of the gross marginproduct similarity as the CUFT method. count or gross expenses may be unreli-
method, the reliability of this method is As in the gross margin method, the regable, because the respective participants
not as dependent on product similarity aslations provide that the reliability of thismight, for example, have large differ-
the CUFT method. method generally is decreased where ences in efficiency or cost control prac-
Participants in a global dealing operaparticipant is substantially involved in detices, which would tend to make such
tion may act simply as brokers, or theweloping a financial product or in tailor-factors poor reflections of the economic
may participate in structuring complexing the product to the unique requirevalue of the functions contributed by
products. As the role of the participantnents of a customer prior to resale. each participant.
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The proposed regulations define gross The total profit split method entails a Guidance on the use of a comparable
profit as gross income earned by thene step process whereby the operatimgofits method has specifically not been
global dealing operation. Operating exprofit is allocated among the participantsncluded as a specified method in the pro-
penses are those not applicable to the deased on their relative contributions to thposed regulations because use of that
termination of gross income earned by thprofitability of the global dealing opera-method depends on the existence of
global dealing operation. The operatingion. No distinction is made between rouarrangements between uncontrolled tax-
expenses are global expenses of the and nonroutine contributions. Thepayers that perform comparable functions
global dealing operation and are subtotal profit split method may be useful toand assume comparable risks. Global
tracted from gross profit to determine thallocate income earned by a highly intedealing frequently involves the use of
operating profit. Taxpayers may need tgrated global dealing operation where allinique intangibles such as trader know-
allocate operating expenses that relate toutine and nonroutine dealer function®iow. Additionally, anticipated profit is
more than one global dealing activity.  are performed by each participant in eacbften influenced by the amount of risk a

The regulations state that in appropriatecation. Accordingly, total profit or loss participant is willing to bear. Accord-
circumstances a multi-factor formula mayof the global dealing operation may be alingly, the IRS believes it is unlikely that
be used to determine whether an allocdecated among various jurisdictions basethe comparability of these important func-
tion is at arm’s length. Use of a multi-fac-on the relative performance of equivalentions can be measured and adjusted for
tor formula is permitted so long as the forfunctions in each jurisdiction. accurately in a global dealing operation.
mula allocates the operating profit or loss The residual profit split method entails .
based upon the factors that uncontrolled two step process. In the first step, th: Source of Global Dealing Income
taxpayers would consider. The regularoutine functions are compensated with a Under current final regulations in
tions do not prescribe specific factors tanarket return based upon the best transféft-863—7(2), all of the income attributable
be used in the formula since the approprpricing method applicable to that transad® @ notional principal contract is sourced
ateness of any one factor will depend otion. Routine functions may include, buftY reference to the taxpayer's residence.
all the facts and circumstances associatede not limited to, functions that wouldEXCeptions are provided for effectively
with the global dealing operation. How-not give rise to participant status angonnected notional principal contract in-
ever, the regulations require that thevhich should be evaluated undef©Me and forincome earned by a foreign
multi-factor formula take into account all§§1.482—3 through 1.482—6. After comQBU of @ U.S. resident taxpayer if the no-
of the functions performed and risks aspensating the routine functions, the relion@l principal contract is properly re-
sumed by a participant, and attribute theaining operating profit (the “residual/1€cted on the books of the foreign QBU.
appropriate amount of income or loss tprofit”) is allocated among the partici-Attribution of all of the income from a no-
each function. The IRS also solicits compants based upon their respective nonrof{on2! Principal contract to a single loca-
ments concerning which factors may béne contributions. tion has generally been referred to as the
appropriate (for example, initial net pre- It should be noted that, while in appro-2all or nothing” rule. The current final
sent value of derivatives contracts) angriate cases a profit split method may bEgulations do not provide for multi-loca-
the circumstances under which specifiased to determine if a participant is comt©n sourcing of notional principal con-
factors may be appropriately applied.  pensated at arm’s length, use of the profifact income among the QBUs that have

The purpose of the factors is to measplit method does not change the contraP@rticipated in the acquisition or risk
sure the relative value contributed by eactual relationship between participants, nof2nagement of a notional principal con-
participant. Thus, adjustments must bdoes it affect the character of intercomt"@ct and therefore do not recognize that
made for any circumstances other than theany payments. For example, if a congignificant activities, including structur-
relative value contributed by a participantrolled taxpayer provides solely trading"9 ©F fisk managing derivatives, often
that influence the amount of a factor s@ervices to a global dealing operation in §¢¢ur through QBUs in more than one ju-
that the factor does not allocate income tparticular jurisdiction, any payment it re-fisdiction. _

a participant based on circumstances thatives as compensation for services re- R€cognizing the need for multi-loca-

are not relevant to the value of the functains its character as payment for servicdi@" sourcing of income earned in a global
tion or activity being measured. For exand, under the regulations, is not condealing operation, the proposed regula-
ample, if trader compensation is used tgerted into a pro rata share of each item §PNS Provide a new rule under 81.863-3
allocate income among participants, angross income earned by the global dealinjhich sources income from a global deal-

the traders in two different jurisdictionsgperation. ing operation in the same manner as the
would be paid different amounts (for ex- income would be allocated under §1.482—
ample, due to cost of living differences))- Unspecified Methods 8 if each QBU were a separate entity.

to contribute the same value, adjustments Consistent with the principles underly-However, the rules must be applied differ-
should be made for the difference so thdfig the best method rule, the regulationsntly to take into account the economic
the factors accurately measure the valugovide the option to use an unspecifiedifferences between acting through a sin-
contributed by the trading function. Themethod if it is determined to be the besgle legal entity and through separate legal
IRS solicits comments regarding the typegiethod. The IRS solicits comments omntities.

of adjustments that should be made, hothe extent to which the variety of methods Accordingly, income from a single
to make such adjustments, and the neeth which specific guidance has been prdransaction may be split-sourced to more
for further guidance on this point. vided is adequate. than one location, so long as the alloca-
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tion methodology satisfies the arm’sand policy control functions do not giveto the income, gain or loss, or property is
length standard. The all or nothing rule ofise to participant status in a global dealkeld for use in the active conduct of a
§1.863—7(a) continues to apply to noing operation but are services that should.S. trade or business, or the business ac-
tional principal contract income attribut-be remunerated and sourced separatélyities conducted by the U.S. trade or
able to activities not related to a globalinder existing rules. This principle alsdusiness are a material factor in the real-
dealing operation. Correspondingapplies where a taxpayer bears risk indization of income, gain or loss. As noted
changes have been made in proposedctly, such as through the extension of above, the current final regulations do not
§1.988-4(h) to exclude exchange gain gyuarantee. Accordingly, the sourcing rulg@ermit the attribution of income, gain or
loss derived in the conduct of a globabf §1.863-3(h) does not apply to interestpss from a global dealing operation that
dealing operation from the general sourcdividend, or guarantee fee income reis allocated and sourced to a U.S. trade or
rules in 81.988-4(b) and (c). ceived by an owner or guarantor of dusiness under 81.863-3(h) shall be ef-
These special source rules apply onlglobal dealing operation that is conductetectively connected. In this regard, an
with respect to participants that perform &y another controlled taxpayer. Theasset used in a global dealing operation is
dealing, marketing, sales, pricing, risksource of interest, dividend and guarantdeeated as an asset used in a U.S. trade or
management or brokering functionfee income, substitute interest and substpusiness to the extent that an allocation is
Moreover, these rules do not apply to intute dividend payments sourced undenade to a U.S. QBU. Similarly, the U.S.
come, such as fees for services, for whicg§1.861-2(a)(7) and 1.861-3(a)(6), antrade or business is also treated as a mate-
a specific source rule is provided in secsther income sourced by section 861, 862al factor in the realization of income,
tion 861, 862 or 865 of the Code. Accorder 865 continues to be governed by thgain or loss for which an allocation is
ingly, if a controlled taxpayer providessource rules applicable to those transatiade to a U.S. QBU. A special rule for
back office services, the amount angions. U.S. source interest and dividend income,
source of an intercompany payment for The proposed regulations provide, conncluding substitute interest and substitute
such services is determined under existingstent with U.S. tax principles, that ardividends, earned by a foreign banking or
transfer pricing and sourcing rules applicagreement between two QBUs of a singlgéimilar financial institution in a global
able to those services without regard tgaxpayer does not give rise to a transaé€lealing operation treats such income as
whether the controlled taxpayer is also @on because a taxpayer cannot enter ingtributable to a U.S. trade or business to
participant in a global dealing operation. nor profit from a “transaction” with itself. the extent such income would be sourced
If an entity directly bears the risk as-See, e.g., §1.446-3(c)(1). The IRS bdo the United States under §1.863-3(h).
sumed by the global dealing operation, ifeves, however, that these agreements bAny foreign source income allocated to
should be compensated for that functionween QBUSs of a single taxpayer mayhe United States under the principles of
In providing, however, that the sourceyrovide evidence of how income from the81.863-3(h) is also treated as attributable
(and effectively connected status) ofaxpayer’s transactions with third partied0 the U.S. trade or business.
global dealing income is determined b¥should be allocated among QBUs. It is a The proposed regulations also limit an
reference to where the dealing, marketingommon practice for taxpayers to allocatgntity’s effectively connected income
sales, pricing, risk management or brokefncome or loss from transactions withififom a global dealing operation to that
ing function that gave rise to the incomehijrd parties among QBUs for internalPortion of an item of income, gain or loss
occurred, the regulations effectively prozontrol and risk management purposeghat would be sourced to the U.S. trade or
vide that compensation for risk bearingzccordingly, the proposed regulationdusiness if the rules of §1.863-3(h) were
should be sourced by reference to wheigecifically provide that such allocationd® apply. These rules are intended to en-
the capital is employed by traders, marmmay be used to source income to the sarfigf€ that income for which a specific
keters and salespeople, rather than th§tent and in the same manner as th&purce rule is provided in section 861,
residence of the capital provider. Thishay pe used to allocate income betweetf2 Or 865 does not produce effectively
principle applies where a taxpayer dirglated persons. Conversely, such tran§onnected income unless it was earned
rectly bears risk arising from the conducctions may not be used to the extent thdrough functions performed by a U.S.

of a global dealing operation, such agg not provide an arm’s length result. BU of the taxpayer.

when it acts as a counterparty without With respect to notional principal con-
performing other global dealing func-L. Determination of Global Dealing tract income and foreign exchange gain or
tions. A special rule provides that the ac- Income Effectively Connected with a loss, proposed §8§1.863-3(h) and 1.988—
tivities of a dependent agent may give rise U.S. Business 4(h) also provide that such income, gain

to participant status through a deemed After determining the source of in-or loss is effectively connected with the
QBU that performs its participant func-come, it is necessary to determine the exonduct of a U.S. trade or business to the
tions in the same location where the ddent to which such income is ECI. Undeextent that it is sourced to the United
pendent agent performs its participanturrent law, the general rule is that all oStates under §1.863-3(h).
functions. The deemed QBU may be crehe income, gain or loss from a global In certain circumstances, the global
ated without regard to the books andealing operation is effectively connectediealing activities of an entity acting as the
records requirement of §1.989-1(b). with a U.S. trade or business if the U.Sagent of a foreign taxpayer in the United
As indicated, accounting, back officetrade or business materially participates iBtates may cause the foreign taxpayer to
credit analysis, and general supervisiothe acquisition of the asset that gives risee engaged in a U.S. trade or business.
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Any income effectively connected with81.882-5 (T.D. 8658, 1996-1 C.B. 161nate the application of sections 6662 and
the U.S. trade or business must be rd62, 61 F.R. 9326, March 5, 1996), th&038C where necessary.

ported by the foreign corporation on aules contained in §1.882-5 are the exclu- No inference should be drawn from the
timely filed U.S. tax return in order for sive rules for allocating interest expenseexamples in these proposed regulations
the foreign corporation to be eligible forincluding under U.S. income tax treaties.concerning the treatment or significance
deductions and credits attributable to such Proposed regulations have been issued liquidity and creditworthiness or the ef-
income. See §1.882—4. In addition, thender sections 882 and 884 (INTL-00544ect of such items on the valuation of a se-
agent must also report any income earnéb, 1996-1 C.B. 844, 61 F.R. 9377c¢urity. The purpose of the proposed regu-
in its capacity as agent on its own tax reMarch 5, 1996) for purposes of allocatindations under section 482 is not to provide
turn. The provisions governing the timenterest expense and determining the U.§uidance on the valuation of a security,
and manner for foreign corporations t@ssets and/or liabilities reflected on theut rather to determine whether the prices
make elections under §81.882-5 anblooks of a foreign corporation’s U.S.of controlled transactions satisfy the
1.884—1 remain in force as promulgatedrade or business that are attributable to itgm’s length standard. Section 475 and
Under current rules, these formalitiesictivities as a dealer under section 47%he regulations thereunder continue to
must be observed even if all of the globalhe proposed regulations (and similagovern exclusively the valuation of secu-
dealing income would be allocated befinal regulations) under section 884 adrities.

tween a U.S. corporation and a foreigilress the treatment of assets which give .

corporation’s U.S. trade or business. Thése to both effectively connected and\- Section 475 o

IRS believes that these requirements af@n-effectively connected income. Those A dealer in securities as defined in sec-
justified because of potential differencegules thus address a situation analogous't'@” 475 is generally reQUWed_ FO mark its
that might occur with respect to the realthe split-sourcing situation addressed igecurities to market. Securities are ex-
ization of losses and between actual divihese proposed regulations. The IRS afmpt from mark-to-market accounting if
dend remittances of a U.S. corporatioficipates issuing proposed regulation&he securities are held for investment or
and deemed dividend remittances undémder section 861 that provide a similafOt held for sale to customers and are
the branch profits tax. The IRS, howeverule for purposes of allocating interest exProperly identified on the taxpayer's
solicits comments regarding whethepense of a U.S. corporation that has assd@oks and records. Additionally, securi-
these filing requirements can be simplithat give rise to split-sourced incomelies that hedge positions that are not sub-
fied, taking into consideration the policiesComments are solicited on the compati€ct to mark-to-market accounting are ex-
underlying the filing requirements ofbility of the proposed regulations con-empt from mark-to-market accounting if
§1.882—-4. tained in this document with the princi-they are properly identified.

The Business Profits article containedles of the proposed regulations that Under the current regulations, a tax-
in U.S. income tax treaties requires th@ddress a foreign corporation’s allocatiofayer may not take into account an agree-
United States to attribute to a permanef¥f interest expense, including its compument between separate business units
establishment that portion of the incoméation of U.S. assets included in step 1 ofithin the same entity that transfers risk
earned by the entity from transactionghe §1.882-5 formula and component liamanagement responsibility from a non-
with third parties that the permanent egoilities included in steps 2 and 3 of th@leahng business unit to a dealing business
tablishment might be expected to earn if §1.882-5 formula. unit. Moreover, such an agreement may
were an independent enterprise. BecauseThe IRS believes that the transfer pricnot be used to allocate income, expense,
the proposed regulations contained in thi&9 compliance issues associated with @ain or l0ss between activities that are ac-
document allocate global trading incomélobal dealing operation are substantiallyounteq _f(_Jr on a mark-to-market basis
among permanent establishments undgimilar to those raised by related partpnd activities that are accounted for on a
the arm’s length principle of the Associtransactions generally. The IRS also benon-mark-_to-market bas[s. I.n contrast,
ated Enterprises article of U.S. income talieves that the existing regulations undethe regulations proposed in this document
treaties, such rules are consistent with o§ection 6662 adequately address these Igader sections 482, 863, 864, 894, and
obligations under the Business Profits agues. Accordingly, amendments have n@88 allow a taxpayer to take into account
ticle. Accordingly, a proposed rule undepeer\ proposed to the regulations und-gecords of mterr?al tr_ansfers when allocat-
section 894 provides that, if a taxpayer i§ection 6662. Section 6662 may not iing global dealing income earned from
engaged in a global dealing operatiofertain circumstances, hc_)wever, apply tthird parties for purposes of determmmg
through a U.S. permanent establishmen_tf,‘e computation of eﬁec_tlvely connectedsource and effectlvely conne(_:ted income.
the proposed regulations will apply to delncOme in accordance with proposed regTh!s may cause a m|smatch in the timing
termine the income attributable to thab!ations under section 475, 863, 864 oof income, expense, gain, or loss.

1388 contained in this document. The IRS For example, if a taxpayer’s lending

will propose regulations under sectiortdesk enters into a third-party transaction
6038C regarding the information reportthat exposes the lending desk to currency
M. Relationship to Other Regulations ing and recordkeeping requirements ar interest rate risk, the lending desk may

The allocation rules contained hereirplicable to foreign corporations engagedransfer responsibility for managing the
do not apply to the allocation of interestn a global dealing operation. It is antici+isk for that particular transaction to an-
expense. As discussed in the preamble pated that these regulations will coordiether business activity that can manage

U.S. permanent establishment under t
applicable U.S. income tax treaty.
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the risk more efficiently (e.g., the deskulations to apply, income of the globalQBU’s position in the RTA would be a
that deals in currency or interest rate dedealing desk must be subject to allocatiohedge within the meaning of §1.1221—
rivatives). The dealing desk then, in theamong two or more jurisdictions or be2(b) if the transaction were entered into
ordinary course of its business, may entexourced to two or more jurisdictions. with an unrelated entity. The IRS solicits
into a transaction such as a swap with a The purpose of the proposed regulacomments on whether this requirement is
third party to hedge the aggregate risk dfons under section 475 is to coordinatbroad enough to address the business
the dealing desk and, indirectly, the rislsection 475 with the proposed globaheeds of entities engaged in global deal-
incurred by the lending desk with respeatlealing regulations and to facilitate idening and nondealing activities. Comments
to the original transaction. Where, as iification of the amount of income, ex-that suggest broadening the requirement
generally the case, the dealing desk haspanse, gain or loss from third party transte.g., to include risk reduction with re-
large volume of transactions, it is not posactions that is subject to mark-to-markespect to capital assets) should address
sible as a practical matter to associate tteecounting. This rule is not intended tdhow such a regime could be coordinated
aggregate hedge with the risk of the lendallow a shifting of income inconsistentwith other relevant rules (e.g., the straddle
ing desk. Since the transactions enteregth the arm’s length standard. rules). Additionally, if a taxpayer sug-
into by the dealing desk must generally be Under the proposed section 475 regulaests changes to the section 475 rules pro-
marked to market, the third-party transadions, an interdesk agreement or “rislposed in this notice, the IRS requests ad-
tion that hedges the aggregate risk of theansfer agreement” (RTA) includes alitional comments addressing whether or
dealing desk (which includes the riskransfer of responsibility for risk managenot corresponding changes should be
transferred from the lending desk) musinent between a business unit that is hedgiade to §1.1221-2(d).
generally also be marked. To the extenhg some of its risk (the hedging QBU) The proposed regulations also require
that a portion of the income, expenseand another business unit of the same tattrat the RTA be recorded on the books
gain, or loss from the aggregate hedgingayer that uses mark-to-market accounand records of the QBU no later than the
transaction is allocated to the lendingng (the marking QBU). If the marking time the RTA is effective. RTAs that are
desk under the proposed global dealin@BU, the hedging QBU, and the RTA satnot timely recorded do not qualify under
regulations, the potential timing mis-isfy certain requirements, the RTA isthe proposed regulations. Additionally,
match described above will occur if theaken into account for purposes of detethe RTA must be accounted for in a man-
lending desk accounts for its positions omining the timing of income allocated byner that is consistent with the QBU’s
a non-mark-to-market basis. This misthe proposed global dealing regulations tasual accounting practices.
match could occur because the portion dhe separate business units of a taxpayer. If all of the requirements of the pro-
the income, expense, gain, or loss from The proposed amendments to the seposed regulations are satisfied, then for
the hedging transaction, although allotion 475 regulations require that the markpurposes of determining the timing of in-
cated to the lending desk for sourcing anthg QBU must be a dealer within thecome, expense, gain, or loss allocated to a
effectively connected income purposesneaning of proposed 8§1.482-8(a)(2)(iilQBU under the global dealing regula-
will be accounted for on a mark-to-marketnd that its income must be allocated to &bns, the marking QBU and the hedging
basis under the dealing desk’s method d¢éast two jurisdictions under proposedBU account for their respective posi-
accounting. Entirely exempting the ag81.482-8 or sourced to at least two jurisions in the RTA as if the position were
gregate hedging transaction from markdictions under proposed §1.863-3(h)entered into with an unrelated third party.
to-market accounting does not adequatekdditionally, the RTA qualifies only if the ,
solve this problem, because it results imarking QBU would mark its side of theSPecial Analyses
the portion of the income, expense, gaiRTA to market under section 475 if the | has been determined that this notice
or loss from the aggregate hedging trangransaction were with an unrelated thirg proposed rulemaking is not a signifi-
action that is allocated to the dealing desparty. Thus, if the marking QBU were to gt regulatory action as defined in Exec-
being accounted for on other than a markelentify the RTA as a hedge of a position,tjye Order 12866. Therefore, a regula-
to-market method. that is not subject to mark-to-market aCrory impact analysis is not required. It is
As the example shows, respectingounting (such as debt issued by thgerepy certified that these regulations do
records of internal transfers for purposemarking QBU), the RTA would not qual- not have a significant economic impact on
of sourcing without respecting these samidy. The IRS requests comments oy supstantial number of small entities.
records for purposes of timing could prowhether the marking QBU should ever berhjs certification is based upon the fact
duce unpredictable and arbitrary resultsable to exempt its position in the RTAthat these regulations affect entities who
Accordingly, the proposed regulationsfrom mark-to-market treatment and acparticipate in cross-border global dealing
permit participants in a global dealing op€ount for its position in the RTA. of stocks and securities. These regula-
eration to respect records of internal The proposed amendments to the sefons affect the source of income and allo-
transfers in applying the timing rules oftion 475 regulations are intended to adcation of income, deductions, credits, and
section 475. Because the need to recodress situations where the hedging QBUllowances among such entities. The pri-
cile sourcing and timing exists only in thetransfers responsibility for the managemary participants who engage in cross-
context of a cross-border operation, thenent of risk arising from a transactiorborder global dealing activities are large
proposed regulations have a limitedvith a third party. Accordingly, the pro-regulated commercial banks and broker-
scope. In particular, for the proposed reggosed regulations require that the hedgingge firms, and investment banks. Accord-
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ingly, the IRS does not believe that a sub& Products). However, other personnel (c)Requirements for application of oper-
stantial number of small entities engage ifrom the IRS and Treasury Departmenational rule—(1) The position in the RTA

cross-border global dealing activities covparticipated in their development. of one QBU (the hedging QBU) would
ered by these regulation. Therefore, a qualify as a hedging transaction (within the
Regulatory Flexibility Analysis under the ooxoox ko meaning of §1.1221-2(b)) with respect to
Regulatory Flexibility Act (5 U.S.C. that QBU if—

Chapter 6) is not required. Pursuant tgropos:ed Amendments to the Regulations (i) The RTA were a transaction entered
section 7805(f) of the Code, this notice of Accordingly, 26 CFR part 1 is pro- into with an unrelated party; and

proposed rulemaking will be submitted thosed to be amended as follows: (i) For purposes of det_e_rmining V\_lhether
the Chief Counsel for Advocacy of the the hedgmg QBU'’s Pposition .SatISerS the
Small Business Administration for com-Part 1—INCOME TAXES risk reduction _requweme_nt in 81.1221—-
ment on their impact on small business. o 2(b), the only risks taken into account are
Paragraph 1. The authority citation fohe risks of the hedging QBU (that is, the

Comments and Public Hearing part 1 is amended by adding entries in nyisks that would be taken into account if the
merical order to read as follows: hedging QBU were a separate corporation

Before these proposed regulations are athority: 26 U.S.C. 7805 * * * that had made a separate-entity election
a}doptgd as fmal regulatlons., considera- §1.475(g)-2 also issued under 2Ginder §1.1221-2(d)(2);
tion will be given tq any_wrltten COM- | S.C. 475, * * * (2) The other QBU (the marking QBU)
ments that are submitted timely to the IRS g1 4828 also issued under 26 U.S.Gs a regular dealer in securities (within the
(a signed orlgln_al and e!ght (8) coplgs)482_ S—_— meaning of §1.482-8(a)(2)(iii)):
All comments will be available for public  gection 1.863-3(h) also issued under (3) The marking QBU would mark to
inspection and copying. 26 U.S.C. 863 and 26 U.S.C. 865(j). * * *market its position in the RTA under section
A public hearing has been scheduled gection 1.988-4(h) also issued undet75 if the RTA were a transaction entered
for JU'y 9, 1998, at 10 a.m. in room 261526 U.S.C. 863 and 26 U.S.C. 988, * * * into with an unrelated party’ and
Internal Revenue Building, 1111 Consti- Par. 2. Section 1.475(g)-2 is added as (4) Income of the marking QBU is sub-

tution Avenue NW, Washington, DC. Be-g|iows: ject to allocation under §1.482—8 to two or
cause of access restrictions, visitors will more jurisdictions or is sourced under
not be admitted beyond the Internal Rev81.475(g)-2 Risk transfer agreements ing1.863-3(h) to two or more jurisdictions.
enue Building lobby more than 15 min-a global dealing operation. (d) Operational rule.If the requirements
utes before the hearing starts. i i . in paragraph (c) of this section are met,
The rules of 26 CFR 601.601(a)(3) (@) In general. This section provides q,0h oY that is a party to a RTA (as de-
apply to the hearing. computational rules to coordinate the aneq in paragraph (b) of this section) takes

Persons that wish to present oral conf2!ication of section 475 and 81.446-4i5 osition in the RTA into account as if
ments at the hearing must submit writtei}/!th rules for allocation and sourcinginat QBU had entered into the RTA with an
comments by June 4, 1998, and submit &f'der the global dealing regulations. I{nrelated party. Thus, the marking QBU
outline of the topics to be discussed ant'® equirements in paragraph (c) of thigharks its position to market, and the hedg-
the time to be devoted to each topic b?ectlon are met, a risk transfer agreemefdy QBU accounts for its position under
June 18, 1998. RTA) (as defined in paragraph (b) of thiss1 446-4. Because this section only effects

A period of 10 minutes will be allotted S€Ction) is accounted for under the ruleégoordination with the allocation and sourc-
to each person for making comments.  °f Paragraph (d) of this section. ing rules, it does not affect factors such as

An agenda showing the scheduling of (P) Definition of risk transfer agree- the determination of the amount of interest
the speakers will be prepared after thE1€Nt. For purposes of this section, a riskexpense that is incurred by either QBU and
deadline for receiving outlines hadransfer agreement (RTA) is a transfer ohat is subject to allocation and apportion-

g’sk between two qualified business unitsnent under section 864(e) or 882(c).

passed. Copies of the agenda will b s ) X X
(QBUS) (as defined in §1.989(a)-1(b)) of Par. 3. Section 1.482-0 is amended as

available free of charge at the hearing.

the same taxpayer such that— follows:
Proposed Effective Date (1) The transfer is consistent with the 1. The introductory text is revised.
) business practices and risk management2. The section heading and entries for
These regulations are proposed {0 hgjicies of each QBU: §1.482-8 are redesignated as the section
effective for taxable years beginning after (2) The transfer is evidenced in eacheading and entries for §1.482-9.
the date final regulations are published i@gBU’s books and records: 3. Anew section heading and entries for
the Federal Register. (3) Each QBU records the RTA on its§81.482-8 are added.
Drafting Information book; and records at a t.ime no later thaln The addition and revision read as fol-
the time the RTA is effective; and ows.

The principal authors of these regula- (4) Except to the extent required by§1_482_0 Outline of regulations under
tions are Ginny Chung of the Office ofparagraph (b)(3) of this section, the entr¥y o 482,
Associate Chief Counsel (International)n the books and records of each QBU is
and Richard Hoge of the Office of Assisconsistent with that QBU’s normal ac- This section contains major captions
tant Chief Counsel (Financial Institutionscounting practices. for 881.482-1 through 1.482-9.
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X % % x (4) Arm’s length range. 5. In paragraph (i), revise the introduc-

) . . (5 Example. tory text.
§1.482-8 Allocation of income earned in 4y Gross markup method. The additions and revisions read as fol-
a global dealing operation. (1) General rule. lows:
(a) tGenefa| requirements and defini(?) rl)Dr?Cteermmatlon of an arm's Iength§1.482—1 Allocation of income and
" |Ir(1)gse.neral. (|) In gener.al' | deductions among taxpayers.
(2) Definitions. (i) Appropriate gross profit. (a) In generat—(1) Purpose and scope.
() Global dealing operation. (3) Comparability and reliability. * * * Section 1.482-8 elaborates on the
(i) Participant. (i) Ingeneral. . rules that apply to controlled entities en-
(iii) Regular dealer in securities. (if) Adjustments for differences betweengaged in a global securities dealing opera-
(iv) Security. controlled and uncontrolled transaction, Finally, §1.482-9 provides exam-
(3) Factors for determining comparabil- _ tons. - ples illustrating the application of the best
ity for a global dealing operation.  (iil) Reliability. _ method rule.
(i) Functional analysis. (iv) Data and assumptions.
(i) Contractual terms. (A) In general. oo
(iii) Risk. (B) Consistency in accounting. (b) * * *
(iv) Economic conditions. (4) Arm’s length range. (2) x**
(4) Arm’s length range. (e) Profit split method. (i) Methods. Sections 1.482-2 through
(i) General rule. (1) Generalrule. 1.482-6 and §1.482-8 provide specific
(i) Reliability. (2) Appropriate share of profit and 10ss. methods to be used to evaluate whether
(iii) Authority to make adjustments. () Ingeneral. transactions between or among members
(5) Examples. (i) Adjustment of factors to measuregf the controlled group satisfy the arm’s
(b) Comparable uncontrolled financial ~ contribution clearly. length standard, and if they do not, to de-
transaction method. (3) Definitions. termine the arm’s length result.
(1) General rule. (4) Application. (c) Best method rute-(1) In general.
(2) Comparability and reliability. (5) Total profit split. ** % See §1.482-9 for examples of the
() Ingeneral. (i) Ingeneral. application of the best method rule.

(ii)

(i)
3)

(i)
(ii)

(i)

(4)
(5)
(©
(1)
(2)

(i)
(ii)
(iii)
(3)
(i)
(ii)

(i)
(iv)
(A)
(B)

Adjustments for differences between(ii) Comparability.

controlled and uncontrolled transac{iii) Reliability. e

tions. (iv) Data and assumptions. (d) ***

Data and assumptions. (A) Ingeneral. (3)***

Indirect evidence of the price of a(B) Consistency in accounting. (v) Property or services* * * For
comparable uncontrolled financial(6) Residual profit split. guidance concerning the specific compa-
transaction. (i) Ingeneral. rability considerations applicable to trans-
In general. (if) Allocate income to routine contribu- fers of tangible and intangible property,
Public exchanges or quotation tions. see §81.482-3 through 1.482-6 and
media. (iif) Allocate residual profit. §1.482-8; see also §1.482-3(f), dealing
Limitation on use of public ex- (iv) Comparability. with the coordination of the intangible
changes or quotation media. (v) Reliability. and tangible property rules.

Arm’s length range. (vi) Data and assumptions. e e

Examples. (A) General rule.

Gross margin method. (B) Consistency in accounting. (i) Definitions. The definitions set
General rule. (7) Arm’s length range. forth in paragraphs (i)(1) through (10) of
Determination of an arm’s length(8) Examples. this section apply to 881.482-1 through
price. (H Unspecified methods. 1.482-9.

In general. (g) Source rule for qualified business S,

Applicable resale price. units.

Appropriate gross profit. Par. 4. Section 1.482—1 is amended asPar. 5. Section 1.482-2 is amended as
Comparability. follows: follows:

In general. 1. In paragraph (a)(1), remove the last 1. In paragraph (a)(3)(iv), revise the
Adjustments for differences betweensentence and add two new sentences in fist sentence.

controlled and uncontrolled transacplace. 2. Revise paragraph (d).

tions. 2. Revise paragraph (b)(2)(i). The revisions read as follows:
Reliability. _ 3. In paragraph (c)(1), revise the Ias£]1.482_2 Determination of taxable

Data and assumptions. sentence. income in specific situations

n general. 4. In paragraph (d)(3)(v), revise the '
Consistency in accounting. last sentence. (a)***
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(3) *** (iv) The profit split method, described (A) Regularly and actively offers to,

(iv) Fourth, section 482 and paragraphs paragraph (e) of this section; and and in fact does, purchase securities from
(b) through (d) of this section and (v) Unspecified methods, described irand sell securities to customers who are
881.482-3 through 1.482-8, if applicableparagraph (f) of this section. not controlled taxpayers in the ordinary

may be applied by the district director to (2) Definitions—(i) Global dealing op- course of a trade or business; or

make any appropriate allocations, othegration. A global dealing operation con- (B) Regularly and actively offers to,
than an interest rate adjustment, to reflesists of the execution of customer transa@nd in fact does, enter into, assume, off-
an arm’s length transaction based upotions, including marketing, sales, pricingset, assign or otherwise terminate posi-
the principal amount of the loan or adand risk management activities, in a partions in securities with customers who are
vance and the interest rate as adjustdigular financial product or line of finan- not controlled entities in the ordinary
under paragraph (a)(3)(i), (ii), or (iii) of cial products, in multiple tax jurisdictionscourse of a trade or business.

this section. * * * and/or through multiple participants, as (iv) Security.For purposes of this sec-
defined in paragraph (a)(2)(ii) of this section, a security is a security as defined in
tion. The taking of proprietary positionssection 475(c)(2) or foreign currency.

(d) Transfer of propertyFor rules gov- is not included within the definition of a (3) Factors for determining compara-
erning allocations under section 482 to reglobal dealing operation unless the probility for a global dealing operationThe
flect an arm’s length consideration forprietary positions are entered into by @omparability factors set out in this para-
controlled transactions involving theregular dealer in securities in its capacitgraph (a)(3) must be applied in place of
transfer of property, see §§1.482—®&s such a dealer under paragraptme comparability factors described in
through 1.482—-6 and §1.482-8. (a)(2)(iii) of this section. Lending activi- §1.482-1(d)(3) for purposes of evaluating

ties are not included within the definitiona global dealing operation.

§1.482-8 [Redesignated as §1.482-9] of a global dealing operation. Therefore, (i) Functional analysisin lieu of the
Par. 6. Section 1.482—8 is redesignateiacome earned frpm such Iending activitist set forth in §1.482—1(d)(3)(i)(A)
as §1.482-9 and a new §1.482-8 is addggs or.from securities held for myestmenthrough (H), funcfuons that. may need to
to read as follows: |s.not income from a global dea_llng operbe acgpunted for in dete_rmlnlng the com-

ation and is not governed by this sectiorparability of two transactions are—
§1.482—8 Allocation of income earned inA global dealing operation may consist of (A) Product research and development;
a global securities dealing operation. several different business activities en- (B) Marketing;

gaged in by participants. Whether a sepa- (C) Pricing;

(a) General requirements and defini-rate business activity is a global dealing (D) Brokering; and
tions—(1) In general. Where two or operation shall be determined with re- (E) Risk management.
more controlled taxpayers are participantspect to each type of financial product en- (i) Contractual terms. In addition to
in a global dealing operation, the allocatered on the taxpayer’s books and recordge terms set forth in §1.482—1(d)(3)(ii)-
tion of income, gains, losses, deductions, (ii) Participant—(A) A participant is a (A), and subject to §1.482—-1(d)(3)(ii)(B),
credits and allowances (referred to hereigontrolled taxpayer, as defined in §1.482significant contractual terms for financial
as income and deductions) from theai)(5), that is— products transactions include—
global dealing operation is determined (1) A regular dealer in securities as de- (A) Sales or purchase volume;
under this section. The arm’s length allofined in paragraph (a)(2)(iii) of this sec- (B) Rights to modify or transfer the
cation of income and deductions relategon; or contract;
to a global dealing operation must be de- (2) A member of a group of controlled (C) Contingencies to which the con-
termined under one of the methods listeghxpayers which includes a regular dealdract is subject or that are embedded in the
in paragraphs (b) through (f) of this secin securities, but only if that member coneontract;
tion. Each of the methods must be apducts one or more activities related to the (D) Length of the contract;
plied in accordance with all of the provi-activities of such dealer. (E) Settlement date;
sions of 81.482-1, including the best (B) For purposes of paragraph (a)(2)- (F) Place of settlement (or delivery);
method rule of §1.482-1(c), the compara(ii)(A)(2) of this section, such related ac- (G) Notional principal amount;
bility analysis of §1.482-1(d), and thetivities are marketing, sales, pricing, risk (H) Specified indices;
arm’s length range of §1.482-1(e), amanagement or brokering activities. Such (I) The currency or currencies in which
those sections are supplemented or modielated activities do not include credithe contract is denominated:;
fied in paragraphs (a)(3) and (a)(4) of thianalysis, accounting services, back office (J) Choice of law and jurisdiction gov-
section. The available methods are—  services, general supervision and contr@rning the contract to the extent chosen by

(i) The comparable uncontrolled finan-over the policies of the controlled taxpayelthe parties; and
cial transaction method, described iror the provision of a guarantee of one or (K) Dispute resolution, including bind-
paragraph (b) of this section; more transactions entered into by a regulamg arbitration.

(i) The gross margin method, de-dealer in securities or other participant. (i) Risk. In lieu of the list set forth in
scribed in paragraph (c) of this section; (i) Regular dealer in securitiessor 81.482-1(d)(3), significant risks that

(i) The gross markup method, de-purposes of this section, a regular dealeould affect the prices or profitability in-
scribed in paragraph (d) of this section; in securities is a taxpayer that— clude—

* * * * *
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(A) Market risks, including the volatil- aggregate basis, provide results that afe)(2)(i))(B). Accordingly, the determination of
ity of the price of the underlying property;not arm’s length. See §1.482—1(f)(2)(iv)}"’hetger ”afrlf]ac“onts ltl’eéwee” B a”dt D af‘dl °thtehr
. A . . . . empers o € controlled group are at arm's leng
(B) Liquidity risks, including the fact ThIS may occur,.for gxample, when ther(|5;1 not determined under §1.482-8.
that the property (or the hedges of thé a pattern of prices in controlled transac- gxample 3. Scope of a global dealing operation.

property) trades in a thinly traded markettions that are higher or lower than thei) C, a U.S. resident commercial bank, conducts a

(C) Hedging risks; prices of comparable uncontrolled transbanking business in the United States and in coun-
(D) Creditworthiness of the counter-actions. tries X and Y through foreign branches. C regularly
arty: and (5) Examples.The following examples and actively offers to, and in fact does, purchase
party; . . P o g P from and sell foreign currency to customers who are
(E) Country and transfer risk. illustrate the principles of this paragraphot controlled taxpayers in the ordinary course of its
(iv) Economic conditions.In lieu of (a). trade or business in the United States and countries
the list set forth in §1.482-1(d)(3)(iv)(A) X and Y. In all the same jurisdictions, C also regu-

P - : Example 1. Identification of participant{i) B |arly and actively offers to, and in fact does, enter
through (H), significant economic condi-ig a foreign bank that acts as a market maker in fofhto, assume, offset, assign, or otherwise terminate

tions that could affect the prices or profeign currency in country X, the country of which itpositions in interest rate and cross-currency swaps
itability include— is a resident. C, a country Y resident corporation, Byith customers who are not controlled taxpayers. In
(A) The similarity of geographic mar- & country Z resident corporation, and USFX, a U.Sddition, C regularly makes loans to customers
kets: resident corporation are all members of a controllethrough its U.S. and foreign branches. C regularly
g . . ... .. group of taxpayers with B, and each acts as a markgglls these loans to a financial institution that
(B) The relative size and SOphlsncat'or?naker in foreign currency. In addition to marketrepackages the loans into securities.
of the markets; making activities conducted in their respective (jii) C is a regular dealer in securities within the
(C) The alternatives reasonably availeountries, C, D, and USFX each employ marketensieaning of §1.482-8(a)(2)(ii) because it purchases
able to the buyer and seller; and ffadersi}:NhOfalsq perform risk managememIWitﬂnd selcljs foreign currency and e_nr:ers into intereBst
s . respect to their foreign currency operations. In gate and cross-currency swaps with customers. Be-
(D) The V.Olatlllty of th? market, and . typizal business day, ?3 C, D, an{i UpSFX each entgrause C conducts thesye actiF\]/ities through U.S. and
(E) The time the particular transaCt'Or]nto several hundred spot and forward contracts ti@reign branches, these activities constitute a global
is entered into. purchase and sell Deutsche marks (DM) with unredealing operation within the meaning of §1.482—
(4) Arm’s length range- (i) General lated third parties on the interbank market. In the 08(a)(2)(i). The income, expense, gain or loss from
rule. Except as modified in this para_dirlary.ctcmrse tof btusitness, B;] C, D, an ILIJSDIT\;( a!tsgésl gglgé)a;((:salindg fgzrsatzo(?])is LsJot:jrceglu‘r‘:gZer
: enter into contracts to purchase and se wi .863— and 1.988-4(h). Under §1.482—
g;?gr%l(gé(:g’e i?’-rrﬁglze_nlg(t? r\;v:geaz?lgatnoseach other. P 8(a)(2)(i), C's lending activities are not, however,
~ (ii) Under §1.482-8(a)(2)(iii), B, C, D, and part of a global dealing operation.
actions entered into by a global dea“n@S(F))( are each regular éeger)s( in) securities becauZeExamgle 4. Dissirgilae productsThe facts are
operation as defined in paragraph (a)(2)(ihey each regularly and actively offer to, and in facthe same as in Example 1, but B, C, D, and USFX
of this section. In determining the arm’'slo. puichaste ﬁmg tsell curren'cietsh to cgstomers wszi(ﬁ?a?c;rzz :éﬂfrr:stc mﬁkzg :\Shfllslftgslinmrtlggglstt;;
o, . are not controlled taxpayers, in the ordinary cour: -
length range, Whether the participant is of their trade or businis);. Consequently, ;yach coand countries X, Y, a)r:d ; The ringgit is not widely
buyer or seller is a relevant factor. trolled taxpayer is also a participant. Together, B, @raded throughout the world and is considered a
(II) Re'labl'lty In determining the reli- D, and USFX conduct a global dealing operatiorthinly traded currency. The functional analysis re-
ability of an arm’s length range, it is necwithin the meaning of §1.482-8(a)(2)(i) becausduired by §1.482-8(a)(3)(i) shows that the develop-
essary to ConSIder the fact that the markéley execute customer transactions in multlple tament, marketlngv pricing, and risk management of

. . . . jurisdictions. Accordingly, the controlled transac-finggit-U.S. dollar cross-currency option contracts
for financial pI’OdUCtS 1S hlghly volatile tions between B, C, D, and USFX are evaluatedre different than that of other foreign currency con-

and participants in a global dealing opera;,ger the rules of §1.482-8. tracts, including option contracts. Moreover, the
tion frequently earn only thin profit mar- Example 2. Identification of participants(i) ~ contractual terms, risks, and economic conditions of
gins. The reliability of using a statisticalThe facts are the same as in Example 1, except tH#i9git-U.S. dollar cross-currency option contracts
range in establishing a comparable pricéSFX is the only member of the group of controllecfiffer considerably from that of other foreign cur-

i - . . taxpayers that buys from and sells foreign currenciency contracts, including option contracts. See
of a financial product in a global dealmg{o customers. C performs marketing and pricing ag1.482-8(a)(3)(ii) through (iv). Accordingly, the

operation is based on facts and circumgies with respect to the controlled group’s foreigninggit-U.S. dollar cross-currency option contracts
stances. In a global dealing operationsurrency operation. D performs accounting and’e not comparable to contracts in other foreign cur-
close proximity in time between a con-ack office services for B, C, and USFX, but doegencies. _ _ _
trolled transaction and an uncontrolledi©t perform any marketing, sales, pricing, risk man- - Example 5. Relevant time perio) USFX is a

. .~ agement or brokering activities with respect to th&-S- resident corporation that is a regular dealer in
transaction may be a relevant factor in de:ontrolled group’s foreign currency operation. BSEcurities acting as a market maker in foreign cur-

termining the reliability of the uncon- provides guarantees for all transactions entered inf§NCY by buying from and selling currencies to cus-
trolled transaction as a measure of thg usrx. tomers. C performs marketi_ng and pricing activi_ties
arm'’s length price. The relevant time pe- (i) Under §1.482-8(a)(2)iii), USFX is a regular With respect to USFX's foreign currency operation.
riod will depend on the price volatility of dealer in securities and therefore is a participant. Badmgl(l)r-]ogeUtSChedn;%r-l;% (DM) Isdcgng/bmedlt())is
the particular product also is a participant because it performs activities réeen 10: am. and 19:55.a.m. and between 19:
p p : . lated to USFX's foreign currency dealing activities M- @nd 11:00 a.m. under the following circum-
(iii) Authority to make adjustments.ysex's and C's controlled transactions relating totances.
The district director may, notwithstandingtheir DM activities are evaluated under §1.482-8. @0:00 a.m. 1.827DM: $1 Uncontrolled Transaction
§1.482-1(e)(1), adjust a taxpayer’s resulis not a participant in a global dealing operation bet0:04 a.m. 1.827DM: $1 Controlled Transaction
under a method applied on a transactidf'?lused“s a(?c.ognting z;nd bhack officg serv;cgjs_ iéezm:os a.m. 1.826DM: 21 Uncontro::eg Transaction
- . . . .. related activities within the meaning o . -10:08 a.m. 1.825DM: $1 Uncontrolled Transaction
by trar_lsactlon basis if a valid Statlsnca'(a)(2)(ii)(B). B also is not a participant in a global10:10 a.m. 1.827DM: $1 Controlled Transaction
analysis demonstrates that the taxpayergaiing operation because its guarantee function 19:12 a.m. 1.824DM: $1 Uncontrolled Transaction
controlled prices, when analyzed on anot a related activity within the meaning of §1.482-10:15 a.m. 1.825DM: $1 Uncontrolled Transaction
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10:18 a.m. 1.826DM: $1 Controlled Transaction (i) Data and assumptionsThe relia- currency contracts in the suspended or
1852 am 1-2;;‘3&% Szggzgg:::g Ezzzzgggrbility of the results derived from theblocked currency, the prices listed on a
10:25 am. 1.825DM: $1 Uncontrolled TransacﬂonnCUFT method is affected by the com-quotation medium may not reflect a reli-
10:27 am. 1.827DM: $1 Controlled Transaction Pleteness and accuracy of the data usetlle measure of an arm’s length result.
10:30 a.m. 1.824DM: $1 Uncontrolled Transactiorand the reliability of the assumptions (4) Arm’s length range. See
10:45 a.m. 1.822DM: $1 Uncontrolled Transactiodnade to apply the method. See 8§1.48%1.482-1(e)(2) and paragraph (a)(4) of
10:50 a.m. 1.821DM: $1 Uncontrolled Transactionl(c)(2)(ii). In the case of a global dealinghis section for the determination of an
10:55 a.m. 1.822DM: $1 Uncontrolled Transactiongperation in which the CUFT is setarm’s length range.
11:00am. 1.819DM: $1 Uncontrolled Transactiony o9k the use of indirect evidence, par- (5) Examples.The following examples
(i) USFX and C are participants in a global dealticipants generally must establish datélustrate the principles of this paragraph

ing operation under 81.482-8(a)(2)(i). Therefore, ; ; b
USFX determines its arm’s length price for its con—from a DUb“C eXChange or qumatlor( )

trolled DM contracts under §1.482-8(a)(4). Undefnedia Conter_nporaneO.USIy to the time of Example 1. Comparable uncontrolled financial
§1.482-8(a)(4), the relevant arm’s length range fd€ transaction, retain records of such,,sactions. (i) B is a foreign bank resident in
setting the prices of USFX's controlled DM transacdata, and upon request furnish to the disountry X that acts as a market maker in foreign cur-

tions occurs between 10:00 a.m. and 10:30 a.m. Bﬁ'lct dlrector any prICIng model used torency in Country X. C,a Country Y resident corpora-
cause USFX has no controlled transactions betwe?—&tablish indirect evidence of a CUFET. irfion. D, a country Z resident corporation, and USFX,
10:45 a.m. and 11:00 a.m., and the price movement der for thi thod to b I é)l a U.S. resident corporation are all members of a con-
during this later time period continued to decreas@d€r TOr this method o be a relia %rolled group of taxpayers with B, and each acts as a

the 10:45 a.m. to 11:00 a.m. time period is not pafneans of evaluating the arm’s length Nas4rket maker in foreign currency. In addition to
of the relevant arm’s length range for pricingture of the controlled transactions. market marking activities conducted in their respec-
USFX's controlled transactions. (3) Indirect evidence of the price of ative countries, C, D, and USFX each employ mar-

. . comparable uncontrolled financial trans_keters and traders, who also perform risk manage-
(b) Comparable uncontrolled financial P ment with respect to their foreign currency

transaction method-(1) General rule. action—(i) In gene_ral' The price of a operations. In a typical business day, B, C, D, and
The comparable uncontrolled ﬁnanciapUF_T may be derived frorr_l data fr_O"T?USFX each enter into several hundred spot and for-
transaction (CUFT) method evaluate@“bl'c exphange§ or quotation media ifvard contracts to purchase and sell Deutsche marks
whether the amount charged in a Conthe followmg requirements are met— (DM) with unrelated third parties on the interbank

. . N . , A) The data is widelv and routinel market. In the ordinary course of business, B, C, D,
trolled financial transaction is arm’s A y yand USFX also each enter into contracts to purchase

length by reference to the amount charged€d in the ordinary course of business il ; ¢ pu with each other. On a typical day, no

in a comparable uncontrolled financiathe industry to negotiate prices for unconmore than 10% of USFX's DM trades are with con-
transaction. trolled sales; trolled taxpayers. USFX's DM-denominated spot

(2) Comparability and reliability—(i) (B) The data derived from public ex-and forward contracts do not vary in their terms, ex-

L. changes or quotation media is used to Sgacpt as to the volume of DM purchased or sold. The
In general. The provisions of §1.482— 9 q differences in volume of DM purchased and sold by

1(d), as modified by paragraph (a)(3) oPrices in the_ cpntrolled transaction in the;sex go not affect the pricing of the DM. USFX
this section, apply in determining whethef@me way it Is used for uncontrollednaintains contemporaneous records of its trades, ac-
a controlled financial transaction is comiransactions of the taxpayer, or the sam®unted for by type of trade and counterparty. The
parable to a particular uncontrolled finanWay it is used by uncontrolled taxpayers?aily volume of USFX’s DM-denominated spot and

. . and orward contracts consistently provides USFX with
cial transaction. All of the relevant fac- . third party transactions that are contemporaneous
tors in paragraph (a)(3) of this section (C) The amo.unt.char.ged in the CONGi, the transactions between controlled taxpayers.
must be considered in determining th&olled transaction is adjusted to reflect (i under §1.482--8(a)(2)(iii), B, C, D, and
comparability of the two financial trans-differences in quantity, contractual termsySFX each are regular dealers in securities because

actions. Comparability under this method:ounterparties, and other factors that afbey each regularly and actively offer to, and in fact
do, purchase and sell currencies to customers who

depends on close S'm”a”ty with respeciect the me:g to which uncontrolled 18X re not controlled taxpayers, in the ordinary course
to these factors, or adjustments to accouRfly€rs would agree. _ of their trade or business. Consequently, each con-
for any differences. Accordingly, unless (ii) Public exchanges or quotationtrolied taxpayer is also a participant. Together, B, C,
the controlled taxpayer can demonstrat@edia. For purposes of paragraphD, and USFX conduct a global dealing operation
that the relevant aspects of the controlled)(3)()) of this section, an established fi*“':'th'” the meaning of 51.482-8(a)(2)(i) t}e.clause
. . . . . . t_ey execute customer transactions in multiple tax

and uncontrolled fman(_:lal, Fransact|on§1anCIa| m.a.rket’ as defm?d n §l':I'ng(d)jurisdictions. To determine the comparability of

are comparable, the reliability of the red(b), qualifies as a public exchange or gsrx:s controlled and uncontrolled DM-denomi-
sults as a measure of an arm’s length pri¢giotation media. nated spot and forward transactions, the factors in
is substantially reduced. (iii) Limitation on use of data from §1.482-8(a)(3) must be considered. USFX per-
(ii) Adjustments for differences bepublic exchanges or quotation mediaf®ms ;*(‘:ijtfg‘l;;“g’&"g;nﬁ'r;nggi;gfggg"%‘id

. u - ] -

twe.en controlied and }Jncontrolled transUse O.f data fror.n pUb“C eXCh_angeS O\i;lvard transactions. See §1.482-8(a)(3)(i). In evalu-
actions. If there are differences betwgerquotatlon media is not appropriate UNd€liing the contractual terms under §1.482—8(a)(3)ii),
controlled and uncontrolled transactionsxtraordinary market conditions. For eXit is determined that the volume of DM transactions
that would affect price, adjustmentsample, under circumstances where theuies, but these variances do not affect the pricing

should be made to the price of the uncortrading or transfer of a particular coun—_"ftUS':XS ‘:”tﬁom_rol'('id ?M ”?’?fzgcz’”z( )T(Z')‘('”Q)l

H H ’ INto accoun e risK ractors o . —o(a, 1),

troIIed' 'Fransact!op according to the comtry’s currency has been susper_1ded_ QJsExs risk associated with both the controlled and
parability provisions of §1.482-1(d)(2)blocked by another country, causing Sigincontrolled DM transactions does not vary in any

and paragraph (a)(3) of this section. nificant instability in the prices of foreign material respect. In applying the significant factors
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for evaluating the economic conditions undetransactions with T using the same pricing modelgancial product involved in the controlled
81.482-8(a)(3)(iv), USFX has sufficient third partythat TS uses to price transactions with third partiegransaction under review.
DM transactions to establish comparable economithe pricing models analyze relevant data, such as .. . . .
conditions for evaluating an arm'’s length price. Acinterest rates and volatilities, derived from public (") Appl|caple r_esale prlce'.r_he appllc- .
cordingly, USFX's uncontrolled transactions areexchanges. TS records the data that were used to &€ resale price is equal to either the price
comparable to its controlled transactions in DM spaermine the price of each transaction at the time trat which the financial product involved is
and forward contracts. transaction was entered into. Because the price prgold in an uncontrolled sale or the price at
Example 2. Lack of comparable uncontrolled fi-duced by the pricing models is a mid-market pricewhich contemporaneous resales of the
nancial transactions.The facts are the same as inTS adjusts the price so that it receives the same 4
Example 1, except that USFX trades ltalian lirebasis point spread on its transactions with T that ﬁame prodgct are made. If the_product
(lira) instead of DM. USFX enters into few uncon-would earn on comparable transactions with comp&urchased in the controlled sale is resold
trolled and controlled lira-denominated forwardrable counterparties during the same relevant tirf® one or more related parties in a series of
contracts each day. The daily volume of USFX'period. controlled sales before being resold in an
lira forward purchases and sales does not provide (ii) Under 81.482-8(a)(2), T and TS are partid'uncontrolled sale, the applicable resale
USFX with sufficient third party transactions to es-pants in a global dealing operation that deals in U.S. . . . . .
tablish that uncontrolled transactions are sufficientlglollar-denominated NPCs. Because the prices pr@-rlce is the price at which the product is
contemporaneous with controlled transactions to bduced by TS's pricing model are derived from inforf€S0ld to an uncontrolled party, or the
comparable within the meaning of §1.482-8(a)(3)mation on public exchanges and TS uses the saqgice at which contemporaneous resales of
In applying the comparability factors of §1.482—pricing model to set prices for controlled and unconthe same pI’OdUCt are made. In such case,
8(a)(3), and of paragraph (a)(3)(iv) of this section irirolled transactions, the requirements of §l'482fhe determination of the appropriate gross
particular, USFX'’s controlled and uncontrolled lira8(b)(3)(i)(A) and (B) are met. Because the U.S. dol- L. . .
forward purchases and sales are not entered infar-denominated NPCs that T enters into with cusprOf't will take into account the functions
under comparable economic conditions. Accordiomers (uncontrolled transactions) are comparab@f all members of the controlled group
ingly, USFX's uncontrolled transactions in lira for-to the transactions between T and TS within th@articipating in the series of controlled
ward contracts are not comparable to its controlletheaning of §1.482-8(a)(3) and TS earns 4 basiggles and final uncontrolled resales, as
lira forward transactions. points at inception of its uncontrolled transaction
Example 3. Indirect evidence of the price of dhat are comparable to its controlled transactions, T@le_” as_any other relevant fa.CtorS .de_
comparable uncontrolled financial transactior{i) has also satisfied the requirements of §1.482§Cr|bed in paragraph (a)(3) of this section.
The facts are the same as in Example 2, except tH&(b)(3)(i)(C). Accordingly, the price produced by (iii) Appropriate gross profit. The ap-
USFX uses a computer quotation system (CQS) thaS's pricing model constitutes indirect evidence opropriate gross profit is computed by mul-
is an interdealer market, as described in §1.1092(d}ke price of a comparable uncontrolled financiaﬁmying the applicable resale price by the
1(b)(2), to set its price on lira forward contracts withtransaction. . .
controlled and uncontrolled taxpayers. Other finan- gross proflt margin, eXpressed_ as a per-
cial institutions also use CQS to set their prices on (C) Gross margin methee(1) General Ccentage of total revenue derived from
lira forward contracts. CQS is an established finanryle. The gross margin method evaluategales, earned in comparable uncontrolled
cial market within the meaning of §1.1092(d)-1(b). whether the amount allocated to a particr_ransactions_

(ii) Because CQS is an established financial mar- . . . . , 3) Comparability and reliabilit i
ket, it is a public exchange or quotation medid@Nt in @ global dealing operation is arm's (3 p y anc y—(i)
within the meaning of §1.482-8(b)(3)(i). Becausd€Ngth by reference to the gross profitn general. The provisions of §1.482—

other financial institutions use prices from CQS irmargin realized on the sale of financiaﬂ-(_d), as_mOdiﬁed _by paragr_aph (@)(3) of
the same manner as USFX, prices derived from CQSroducts in comparable uncontrolledhis section, apply in determining whether
are deemed to be widely and routinely used in thgansactions. The gross margin method controlled transaction is comparable to a

ordina_ry course of business in the industry to negoti- ay be used to establish an arm’s |engwarticular uncontrolled transaction. All of
ate prices for uncontrolled sales. See §1.482—8(b5r-], . . . .
3)()(A) and (B). If USFX adjusts the price quotedPrice for a transaction where a participarthe factors described in paragraph ()(3)

by CQS under the criteria specified in §1.482-8(b)resells a financial product to an unrelate@f this section must be considered in de-
(2)(ii)(A)(3), the controlled price derived by USFX party that the participant purchased frontermining the comparability of two finan-
from CQS qualifies as indirect evidence of the pricgy ra|ated party. The gross margin methoeial products transactions, including the

of a comparable uncontrolled financial transaction. . . . . .
unctions performed. The gross margin
Example 4. Indirect evidence of the price of qnay apply to transactions involving thef P 9 9

comparable uncontrolled financial transaction—in-PuUrchase and resale of debt and equity imethod Con5|der_S_Whether a participant
ternal pricing models i) T is a U.S. resident corpo- struments. The method may also be uséuhs earned a sufficient gross profit margin
ration that acts as a market maker in U.S. dollar-d¢o evaluate whether a participant has ren the resale of a financial product (or
”Omk'”ated 20“%”3' p”rl‘(c'pa' hcon”acltls- T'Scleived an arm’s length commission for itdine of products) given the functions per-
marketers and traders work together to sell notiona P . . . e ’
principal contracts (NPCs) prigmarily to T's North activities in a global dealing operat|onf0rm6d by_ the p"’?mc'par.‘t' A reseller's

and South American customers. T typically earns When the participant has not taken title tgross profit margin provides compensa-
basis points at the inception of each standard 3 yearsSecurity or has not become a party totion for performing resale functions re-

U.S. dollar-denominated interest rate swap that iderivative financial product. To meet thdated to the product or products under re-
ente:jed mtdq with :n unrelated, f|nar_1I_C|all_I)_/’ sophhlfln-armas length standard, the gross profiview, including an operating profit in

ga’tﬁea Eri 'tsvnf;sti d)i'af;u;;eorgigyés as r’nari;'tv n? azgpargin on controlled transactions shouldeturn for the reseller’s investment of cap-
in U.S. dollar-denominated NPCs, employing sevP€ Similar to that of comparable uncon_+tal and the assumption of risks. Accord-
eral traders and marketers who initiate contracts prirolled transactions. ingly, where a participant does not take
marily with European customers. On occasion, for (2) Determination of an arm’s lengthtitle, or does not become a party to a fi-
?’a”c‘j’us b“,s'”tesdsrziaéo”iff eT”;erSU”goda h’-sadﬁrice—(i) In general. The gross margin nancial product, the reseller’s return to
;(;'mﬁ:;czgjms;@ that V}"emérs info with uomaerl'atggnethod measures an arm’s length price lapital and assumption of risk are addi-
parties are comparable in all material respects to tRHbtracting the appropriate gross profitional factors that must be considered in

transactions that T enters into with TS. TS prices affom the applicable resale price for the fidetermining an appropriate gross profit
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margin. An appropriate gross profit marof the data used and the reliability of thevould have purchased the security from T would
gin primarily should be derived fromassumptions made to apply the metho@ormally be $98 ($100 sales price minus (2% gross
comparable uncontrolled purchases anBlee §1.482—1(c)(2)(ii). A participant mayPofit marginx $100)).
resales of the reseller involved in the conestablish the gross margin by comparing (d) Gross markup methee(1) Gen-
trolled sale. This is because similar chathe bid and offer prices on a public exgrg| rule. The gross markup method eval-
acteristics are more likely to be foundchange or quotation media. In such casggtes whether the amount allocated to a
among different resales of a financiathe prices must be contemporaneous Warticipant in a global dealing operation is
product or products made by the same réhe controlled transaction, and the particiyrm's length by reference to the gross
seller than among sales made by other rpant must retain records of such data. profit markup realized in comparable un-
sellers. In the absence of comparable un- (B) Consistency in accounting.he de- ¢gntrolled transactions. The gross
controlled transactions involving thegree of consistency in accounting pracmarkup method may be used to establish
same reseller, an appropriate gross profices between the controlled transactiogn arm’s length price for a transaction
margin may be derived from comparabl@nd the uncontrolled transactions may afyhere a participant purchases a financial
uncontrolled transactions of other refect the reliability of the gross marginproduct from an unrelated party that the
sellers. method. For example, differences as bgsarticipant sells to a related party. This
(i) Adjustments for differences between controlled and uncontrolled transmethod may apply to transactions involv-
tween controlled and uncontrolled trans-actions in the method used to value siming the purchase and resale of debt and
actions. If there are material differenceslar financial products (including methodsequity instruments. The method may also
between controlled and uncontrolledf accounting, methods of estimation, ange ysed to evaluate whether a participant
transactions that would affect the grosthe timing for changes of such methodsjss received an arm’s length commission
profit margin, adjustments should becould affect the gross profit. The abilityfor its role in a global dealing operation
made to the gross profit margin earned itp make reliable adjustments for such difgyhen the participant has not taken title to
the uncontrolled transaction according téerences could affect the reliability of they security or has not become a party to a
the comparability provisions of §1.482-results. derivative financial product. To meet the
1(d)(2) and paragraph (a)(3) of this sec- (4) Arms length range.See §1.482— 5rms |ength standard, the gross profit
tion. For this purpose, consideration of(€)(2) and paragraph (a)(4) of this seGnarkup on controlled transactions should
operating expenses associated with funéion for the determination of an arm’spe sjimilar to that of comparable uncon-
tions performed and risks assumed magngth range. trolled transactions.
be necessary because differences in func-(5) Example. The following example 2y petermination of an arm’s length
tions performed are often reflected in opillustrates the principles of this paragraphyice—(i) In general. The gross markup
erating expenses. The effect of a differ(C). method measures an arm’s length price by
ence in functiohs performed ON gross gyample 1. Gross margin methofi) Tis a U.s. adding the appropriate gross profit to the
profit, however, is not necessarily equalesident financial institution that acts as a marke@articipant’s cost or anticipated cost, of
to the difference in the amount of relatechaker in debt and equity instruments issued by U.$urchasing, holding, or structuring the fi-
operating expenses. corporations. Most of T's sales are to U.S.-basefigncial product involved in the controlled
(iii) Reliability. In order for the gross customers. TS, T's UK. subsidiary, acts as a markgly <o tion under review (or in the case of
. . .. _maker in debt and equity instruments issued by Eu- . . . .
margin method to be considered a rellabll%pean corporations and conducts most of its bus? derivative financial product, the initial
measure of an arm’s length price, th@ess with European-based customers. On occasidiet present value, measured by the antici-
gross profit should ordinarily represent amowever, a customer of TS wishes to purchase a seated cost of purchasing, holding, or
amount that would allow the participanlcurity that is eith_er held_ by or more readily accessistructuring the product).
who resells the product to recover its ex2!® ©© T To facilitate this transaction, T sells the se- iy Ay oo ariate gross profit. The ap-

. . _curity it owns or acquires to TS, who then promptly . L.
penses (whether directly related to sellinggis'it o the customer. T and TS generally deriv@rOPriate gross profit is computed by mul-
the product or more generally related téhe majority of their profit on the difference betweertiplying the participant’s cost or antici-
maintaining its operations) and to earn #he price at which they purchase and the price gated cost of purchasing, holding, or
profit commensurate with the functions itvhich they sell securities (the bid/offer spread). Owtrycturing a transaction by the gross
performed. The gross margin metho@d/era9¢: TS's gross profit margin on its p“rchas?ﬁrofit markup, expressed as a percentage
. s and sales of securities from unrelated persons is 2%. X
may be a reliable means of establishing a{},,ying the comparability factors specified inOf €OSt, earned in comparable uncon-
arm’s length price where there is a purgi.482-8(a)(3), T's purchases and sales with unrérolled transactions.
chase and resale of a financial produdited persons are comparable to the purchases and(3) Comparability and reliability—(i)
and the participant who resells the propiales between Tand TS. _In general. The provisions of §1.482—
erty does not substantially participate in () Under 81.482-8(a)(2), T and TS are p‘f"rt'c"&(d), as modified by paragraph (a)(3) of

: : L. pants in a global dealing operation that deals in debt*, . . o

developing a product or in tailoring the€ang equity securities. Since Ts related purchasd8iS section, apply in determining whether
product to the unique requirements of and sales are comparable to its unrelated purchag@€ontrolled transaction is comparable to a
customer prior to the resale. and sales, if TS's gross profit margin on purchasgsarticular uncontrolled transaction. All of

(iv) Data and assumptiors(A) In and sales of comparable securities from unrelatqghe factors described in paragraph (a)(3)
general. The reliability of the results de- gfgzgn;rfﬁtzo/‘; tThi zzzalgﬁilss‘?ttgﬂ'rﬁgss:? Oer‘nZ/.f this section must be considered in de-
rived from the gross margin method is afrhys, when TS resells for $100 a security that it put€rMining the comparability of two finan-
fected by the completeness and accuraepyased from T, the arm’s length price at which T€ial products transactions, including the
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functions performed. The gross markupvho purchases the product to recover iipants for which data is available that in-
method considers whether a participargxpenses (whether directly related to seltludes the controlled transactions (rele-
has earned a sufficient gross markup ang the product or more generally relatedant business activity).
the sale of a financial product, or line oto maintaining its operations) and to earn (2) Appropriate share of profit and
products, given the functions it has pera profit commensurate with the functiongdoss—(i) In general.The relative value of
formed. A participant’s gross profitit performed. As with the gross margineach participant’s contribution to the
markup provides compensation for purmethod, the gross markup method may lifobal dealing activity must be deter-
chasing, hedging, and transactional strue reliable means of establishing an armsiined in a manner that reflects the func-
turing functions related to the transactiofength price where there is a purchase atihns performed, risks assumed, and re-
under review, including an operatingresale of a financial product and the paisources employed by each participant in
profit in return for the investment of capi-ticipant who resells the property does nahe activity, consistent with the compara-
tal and the assumption of risks. Accordsubstantially participate in developing aility provisions of §1.482-1(d), as modi-
ingly, where a participant does not tak@roduct or in tailoring the product to thefied by paragraph (a)(3) of this section.
title, or does not become a party to a fiunique requirements of a customer prioBuch an allocation is intended to corre-
nancial product, the reseller’s return tdo the resale. spond to the division of profit or loss that
capital and assumption of risk are addi- (iv) Data and assumptiors(A) In  would result from an arrangement be-
tional factors that must be considered igeneral. The reliability of the results de- tween uncontrolled taxpayers, each per-
determining the gross profit markup. Arrived from the gross markup method is afforming functions similar to those of the
appropriate gross profit markup primarilyfected by the completeness and accurasyrious controlled taxpayers engaged in
should be derived from comparable unef the data used and the reliability of théhe relevant business activity. The rela-
controlled purchases and sales of the paassumptions made to apply the methodive value of the contributions of each
ticipant involved in the controlled sale.See §1.482-1(c)(2)(ii). A participant mayparticipant in the global dealing operation
This is because similar characteristics arestablish the gross markup by comparinghould be measured in a manner that most
more likely to be found among differentthe bid and offer prices on a public exseliably reflects each contribution made to
sales of property made by the same partichange or quotation media. In such casthe global dealing operation and each par-
ipant than among sales made by other réie prices must be contemporaneous witiicipant’s role in that contribution. In ap-
sellers. In the absence of comparable uthe controlled transaction, and the participropriate cases, the participants may find
controlled transactions involving thepant must retain records of such data. that a multi-factor formula most reliably
same participant, an appropriate gross (B) Consistency in accounting-he de- measures the relative value of the contri-
profit markup may be derived from com-gree of consistency in accounting pracbutions to the profitability of the global
parable uncontrolled transactions of othdaices between the controlled transactiodealing operation. The profit allocated to
parties whether or not such parties arand the uncontrolled transactions may agny particular participant using a profit
members of the same controlled group. fect the reliability of the gross markupsplit method is not necessarily limited to
(i) Adjustments for differences be-method. For example, differences as béhe total operating profit from the global
tween controlled and uncontrolled transtween controlled and uncontrolled transeealing operation. For example, in a
actions. If there are material differencesactions in the method used to value simgiven year, one participant may earn a
between controlled and uncontrolledar financial products (including methodsprofit while another participant incurs a
transactions that would affect the gross accounting, methods of estimation, antbss, so long as the arrangement is compa-
profit markup, adjustments should behe timing for changes of such methodsjable to an arrangement to which two un-
made to the gross profit markup earned icould affect the gross profit. The abilitycontrolled parties would agree. In addi-
the uncontrolled transaction according téo make reliable adjustments for such diftion, it may not be assumed that the
the comparability provisions of ferences could affect the reliability of thecombined operating profit or loss from
81.482-1(d)(2) and paragraph (a)(3) ofesults. the relevant business activity should be
this section. For this purpose, considera- (4) Arm’s length range.See 81.482— shared equally or in any other arbitrary
tion of operating expenses associated with(e)(2) and paragraph (a)(4) of this se@roportion. The specific method must be
the functions performed and risks astion for the determination of an arm’sdetermined under paragraph (e)(4) of this
sumed may be necessary, because difféength range. section.
ences in functions performed are often re- (e) Profit split method—(1) General (if) Adjustment of factors to measure
flected in operating expenses. The effectule. The profit split method evaluatescontribution clearly. In order to reliably
of a difference in functions on grosswhether the allocation of the combinedneasure the value of a participant’s contri-
profit, however, is not necessarily equabperating profit or loss of a global dealingoution, the factors, for example, those used
to the difference in the amount of relate@peration to one or more participants is ah a multi-factor formula, must be ex-
operating expenses. arm’s length by reference to the relativgpressed in units of measure that reliably
(iif) Reliability. In order for the gross value of each participant’'s contribution toquantify the relative contribution of the
markup method to be considered a relihat combined operating profit or lossparticipant. If the data or information is
able measure of an arm’s length price, thEhe combined operating profit or losdnfluenced by factors other than the value
gross profit should ordinarily represent amust be derived from the most narrowlyof the contribution, adjustments must be
amount that would allow the participantdentifiable business activity of the particimade for such differences so that the fac-
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tors used in the formula only measure theomparability between the controlled andived from the total profit split method is
relative value of each participant’suncontrolled taxpayers is determined bwffected by the quality of the data used
contribution. For example, if trader com-applying the comparability standards ofind the assumptions used to apply the
pensation is used as a factor to measure t8&.482—-1(d), as modified by paragraplmethod. See §1.482-1(c)(2)(ii). The reli-
value added by the participants’ trading exta)(3) of this section. In particular, theability of the allocation of income, ex-
pertise, adjustments must be made for varfiunctional analysis required by 81.482-pense, or other attributes between the par-
ances in compensation paid to traders du€d)(3)(i) and paragraph (a)(3)(i) of thisticipants’ relevant business activities and
solely to differences in the cost of living. section is essential to determine whethehe participants’ other activities will affect
(3) Definitions. The definitions in this two situations are comparable. Neverthehe reliability of the determination of the
paragraph (e)(3) apply for purposes of agess, in certain cases, ho comparable veoembined operating profit and its alloca-
plying the profit split methods in thistures between uncontrolled taxpayers mayon among the participants. If it is not

paragraph (e). exist. In this situation, it is necessary tgossible to allocate income, expense, or
Gross profitis gross income earned byanalyze the remaining factors set forth ilther attributes directly based on factual
the global dealing operation. paragraph (a)(3) of this section that couldelationships, a reasonable allocation for-

Operating expenseimicludes all ex- affect the division of operating profits be-mula may be used. To the extent direct al-
penses not included in the computation dfveen parties. If there are differences béecations are not made, the reliability of
gross profit, except for interest, foreignween the controlled and uncontrolledhe results derived from application of this
income taxes as defined in §1.901-2(ajaxpayers that would materially affect thenethod is reduced relative to the results of
domestic income taxes, and any expensdssision of operating profit, adjustmentsa method that requires fewer allocations of
not related to the global dealing activitynust be made according to the provisionsicome, expense, and other attributes.
that is evaluated under the profit splibf §1.482-1(d)(2) and paragraph (a)(3) aimilarly, the reliability of the results de-

method. With respect to interest expensé#iis section. rived from application of this method is
see section 864(e) and the regulations (iii) Reliability. As indicated in affected by the extent to which it is possi-
thereunder and §1.882-5. 81.482-1(c)(2)(i), as the degree of comble to apply the method to the participants’

Operating profit or losss gross profit parability between the controlled and unfinancial data that is related solely to the
less operating expenses, and includes albntrolled transactions increases, the releontrolled transactions. For example, if
income, expense, gain, loss, credits or ahbility of a total profit split also increasesthe relevant business activity is entering
lowances attributable to each global dealn a global dealing operation, howeverinto interest rate swaps with both con-
ing activity that is evaluated under thehe absence of external market benchrolled and uncontrolled taxpayers, it may
profit split method. It does not include in-marks (for example, joint ventures benot be possible to apply the method solely
come, expense, gain, loss, credits or atween uncontrolled taxpayers) on whicho financial data related to the controlled
lowances from activities that are not evalto base the allocation of operating profitsransactions. In such case, the reliability
uated under the profit split method, nodoes not preclude use of this method if thef the results derived from application of
does it include extraordinary gains orllocation of the operating profit takesthis method will be reduced.
losses that do not relate to the continuinimto account the relative contribution of (B) Consistency in accountind-he de-
global dealing activities of the participanteach participant. The reliability of thisgree of consistency between the con-

(4) Application. Profit or loss shall be method is increased to the extent that theolled and uncontrolled taxpayers in ac-
allocated under the profit split methodallocation has economic significance focounting practices that materially affect
using either the total profit split, de-purposes other than tax (for example, sathe items that determine the amount and
scribed in paragraph (e)(5) of this sectiorisfying regulatory standards and reportallocation of operating profit affects the
or the residual profit split, described ining, or determining bonuses paid to marreliability of the result. Thus, for exam-
paragraph (e)(6) of this section. agement or traders). The reliability of theple, if differences in financial product val-

(5) Total profit split—(i) In general. analysis under this method may also beation or in cost allocation practices
The total profit split derives the percentenhanced by the fact that all parties to theould materially affect operating profit,
age of the combined operating profit otontrolled transaction are evaluated undehe ability to make reliable adjustments
the participants in a global dealing operahis method. The reliability of the resultsfor such differences would affect the reli-
tion allocable to a participant in the globahowever, of an analysis based on informaability of the results.
dealing operation by evaluating whethetion from all parties to a transaction is af- (6) Residual profit spl#(i) In general.
uncontrolled taxpayers who perform simifected by the reliability of the data and asThe residual profit split allocates the com-
lar functions, assume similar risks, andumptions pertaining to each party to thbined operating profit or loss between
employ similar resources would allocateontrolled transaction. Thus, if the datgarticipants following the two-step
their combined operating profits in theand assumptions are significantly mor@rocess set forth in paragraphs (e)(6)(ii)
same manner. reliable with respect to one of the partieand (iii) of this section.

(i) Comparability. The total profit than with respect to the others, a different (ii) Allocate income to routine contri-
split evaluates the manner by which commethod, focusing solely on the results dbutions. The first step allocates operating
parable uncontrolled taxpayers divide théhat party, may yield more reliable resultsincome to each participant to provide an
combined operating profit of a particular (iv) Data and assumptiors(A) In arm’s length return for its routine contri-
global dealing activity. The degree ofgeneral. The reliability of the results de- butions to the global dealing operation.
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Routine contributions are contributions otions of each participant in the globalbther than tax (for example, satisfying
the same or similar kind as those made hyealing operation should be measured inragulatory standards and reporting, or de-
uncontrolled taxpayers involved in simi-manner that most reliably reflects eackermining bonuses paid to management or
lar business activities for which it is posnonroutine contribution made to thetraders). The reliability of the analysis
sible to identify market returns. Routineglobal dealing operation and each particiinder this method may also be enhanced
contributions ordinarily include contribu- pant’s role in the nonroutine contribu-by the fact that all parties to the controlled
tions of tangible property, services, andions. transaction are evaluated under this
intangibles that are generally owned or (iv) Comparability. The first step of method. The reliability of the results,
performed by uncontrolled taxpayers enthe residual profit split relies on externahowever, of an analysis based on informa-
gaged in similar activities. For examplemarket benchmarks of profitability. Thustion from all parties to a transaction is af-
transactions processing and credit analyhe comparability considerations that aréected by the reliability of the data and as-
sis are typically routine contributions. Inrelevant for the first step of the residuatumptions pertaining to each party to the
addition, a participant that guaranteeprofit split are those that are relevant focontrolled transaction. Thus, if the data
obligations of or otherwise providesthe methods that are used to determirend assumptions are significantly more
credit support to another controlled taxmarket returns for routine contributionsreliable with respect to one of the parties
payer in a global dealing operation is reln the second step of the residual profithan with respect to the others, a different
garded as making a routine contributionsplit, however, it may not be possible tanethod, focusing solely on the results of
A functional analysis is required to iden+ely as heavily on external market benchthat party, may yield more reliable results.
tify the routine contributions according tomarks. Nevertheless, in order to divide (vi) Data and assumptions(A) Gen-
the functions performed, risks assumedhe residual profits of a global dealing operal rule. The reliability of the results de-
and resources employed by each of theration in accordance with each particirived from the residual profit split is mea-
participants. Market returns for the roupant’s nonroutine contributions, it is necsured under the standards set forth in
tine contributions should be determine@gssary to apply the comparabilityparagraph (e)(5)(iv)(A) of this section.

by reference to the returns achieved bstandards of §1.482-1(d), as modified by (B) Consistency in accounting.he de-
uncontrolled taxpayers engaged in similgparagraph (a)(3) of this section. In particgree of accounting consistency between
activities, consistent with the methods deular, the functional analysis required bycontrolled and uncontrolled taxpayers is
scribed in §81.482-2 through 1.482-41.482-1(d)(3)(i) and paragraph (a)(3)(ijneasured under the standards set forth in
and this 81.482-8. of this section is essential to determingaragraph (e)(5)(iv)(B) of this section.

(i) Allocate residual profit. The allo- whether two situations are comparable. (7) Arm’s length range.See §1.482—
cation of income to the participant’s rouNevertheless, in certain cases, no compafe)(2) and paragraph (a)(4) of this sec-
tine contributions will not reflect profits rable ventures between uncontrolled taxion for the determination of an arm’s
attributable to each participant’s valuabl@ayers may exist. In this situation, it igength range.
nonroutine contributions to the globalnecessary to analyze the remaining fac- (8) Examples. The following exam-
dealing operation. Thus, in cases whet®rs set forth in paragraph (a)(3) of thigles illustrate the principles of this para-
valuable nonroutine contributions are presection that could affect the division ofgraph (e).
sent, the_re normqlly will be an un_allo—operaj[ing profits between parties. If there Example 1. Total profit split() P, a U.S. corpora-
cated residual profit after the allocation otre differences between the controllegy, establishes a separate U.S. subsidiary (USsub)
income described in paragraph (e)(6)(iiand uncontrolled taxpayers that wouldo conduct a global dealing operation in over-the-
of this section. Under this second stepmaterially affect the division of operatingcounter derivatives. USsub in turn establishes sub-
the residual profit generally should be diprofit, adjustments must be made accordidiaries incorporated and doing business in the
vided among the participants based updng to the provisions of §1.482—1(d)(2)2:- (UKsub) and Japan (Jsub). ‘USsub, UKsub,

. . N . and Jsub each employ marketers and traders who
the relative value of each of their nonrouand paragraph (a)(3) of this section. work closely together to design and sell derivative
tine contributions. Nonroutine contribu-  (v) Reliability. As indicated in §1.482— products to meet the particular needs of customers.
tions are contributions so integral to thd(c)(2)(i), as the degree of comparabilityach also employs personnel who process and con-
global dealing operation that it is impossibetween the controlled and uncontrolled™m trades, reconcile trade tickets and provide on-
ble to segregate them from the operatiofmansactions increases, the reliability of %)C;'rt'ﬁeadm'”'s"at'ye support (back office services)

. . . . . global dealing operation. The global dealing
and find a separate market return for theesidual profit split also increases. In @ueration maintains a single common book for each
contribution. Pricing and risk managingglobal dealing operation, however, the ahype of risk, and the book is maintained where the
financial products almost invariably in-sence of external market benchmarks (fdwead trader for that type of risk is located. Thus, no-
volve nonroutine contributions. Simi-example, joint ventures between uncorfional principal contracts denominated in North and
Igrly, product development and informa—trolleq taxpayers).on Whi(?h to base the aﬁgtlijg;aAln;ﬁ:g%r;lcggﬁ?acéf: j‘;oa?ﬁﬁg d'?nususrl;k_)’
tion technology are generally nonroutindocation of operating profits does not prepean currencies are booked in UKsub, and notional
contributions. Marketing may be a non<lude use of this method if the allocatiorprincipal contracts denominated in Japanese yen are
routine contribution if the marketer sub-of the residual profit takes into accounbooked in Jsub. However, each of the affiliates has
stantially participates in developing ahe relative contribution of each partici-2uthorized a trader located in each of the other affili-
product or in tailoring the product to thepant. The reliability of this method is in-fﬁes to risk manage its books during periods when

. . . the booking location is closed. This grant of author-
unique requirements of a customer. Thereased to the extent that the allocatiog) is necessary because marketers, regardless of
relative value of the nonroutine contribuhas economic significance for purposeseir location, are expected to sell all of the group’s
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products, and need to receive pricing informatiomarketers more heavily than the compensation ofalue of the nonroutine contributions. Applying the
with respect to products during their clients’ busitraders in order to take into account accurately theomparability factors set out in §1.482-8(a)(3), P al-
ness hours, even if the booking location is closeaontribution each function makes to the profitabilitylocates 40% of the residual profit to UKsub, 35% of
Moreover, P is known for making a substantiabf the business. the residual profit to P, and the remaining 25% of
amount of its profits from trading activities, and fre- Example 5. Residual profit split(i) P is a U.S. residual profit to Jsub. Accordingly, under step 2,
quently does not hedge the positions arising from itsorporation that engages in a global dealing oper&48 is allocated to UKsub, $42 is allocated to P, and
customer transactions in an attempt to profit frontion in foreign currency options directly and through$30 is allocated to Jsub. See § 1.863-3(h) for the
market changes. As a result, the traders in “offeontrolled taxpayers that are incorporated and opesource of income allocated to P with respect to its
hours” locations must have a substantial amount @fte in the United Kingdom (UKsub) and Japarcounterparty function.
trading authority in order to react to market change¢Jsub). Each controlled taxpayer is a participant in a

(i) Under §1.482-8(a)(2), USsub, UKsub andglobal dealing operation. Each participant employs (f) Unspecified methodsMethods not
Jsub are participants in a global dealing operation imarketers and traders who work closely together tgpecified in paragraphs (b),(c),(d), or (e)
over-the-counter derivatives. P determines that thiesign and sell foreign currency options that meelt this section may be used to evaluate
total profit split method is the best method to allothe particular needs of customers. Each participant .
cate an arm’s length amount of income to each paaiso employs salespeople who sell foreign curren;\ghether the a_mo_unt charged in a con-
ticipant. P allocates the operating profit from theoptions with standardized terms and conditions, d40lled transaction is at arm’s length. Any
global dealing operation between USsub, UKsulwell as other financial products offered by the conmethod used under this paragraph (f)
and Jsub on the basis of the relative compensatidmlled group. The traders in each location risk manmust be applied in accordance with the
paid to marketers and traders in each location. lage a common book of transactions during the re'Erovisions of §1.482—1 as modified by
making the allocation, P adjusts the compensatiovant business hours of each location. P has a AA . .
amounts to account for factors unrelated to job pecredit rating and is the legal counterparty to all thirtparagraph (@)(3) of this Se(?t_lon' .
formance, such as the higher cost of living in certaiparty transactions. The traders in each location have (9) Source rule for qualified business
jurisdictions. Because the traders receive signifidiscretion to execute contracts in the name of RINits. See §1.863-3(h) for application of
cantly greater compensation than marketers in ordefKsub employs personnel who process and confirghe rules of this section for purposes of
to account for the_lr greater gontrlbutlon to the profltsradgs_, rec_oncnle trade tickets, gnd proylde ongomgetermining the source of income, gain or
of the global dealing operation, P need not make a@dministrative support (back office services) for al . .
ditional adjustments or weight the compensation ahe participants in the global dealing operation. ThLOSS from a_ Q'Oba' ‘?'ea"”g (_)perat|on
the traders more heavily in allocating the operatinglobal dealing operation has generated $192 of opgfNONg qualified business units (as de-
profit between the affiliates. For rules concerningting profit for the period. fined in section 989(c) and §81.863—
the source of income allocated to Ussub, Uksub and (ii) After analyzing the foreign currency options 3(h)(3)(iv) and 1.989(a)-1).
Jsub (and any U.S. trade or business of the parndw;mess, P has determined that the residual profit Par. 7. Section 1.863-3 is amended as
pants), see 81.863-3(h). split method is the best method to allocate the Ope][(_)IIOWS'

Example 2. Total profit split. The facts are the ating profit of the global dealing operation and to : . .
same as in Example 1, except that the labor markeetermine an arm's length amount of compensation 1- Paragraph (h) is redesignated as
in Japan is such that traders paid by Jsub are paid thiéocable to each participant in the global dealingparagraph (i).
same as marketers paid by Jsub at the same seniodperation. 2. Anew paragraph (h) is added.
Igvel, even though the tfe_iders contribute sub_stan- (iii) The first step of Ehe reqdual profl_t spI!t The addition reads as follows:
tially more to the profitability of the global dealing method (81.482-8(e)(6)(ii)) requires P to identify
operation. As a result, the allocation method useithe routine contributions performed by each partici . .
by P is unlikely to compensate the functions propant. P determines that the functions performed b§1j863_3 Allocation ?‘nd appor'u_onment
vided by each affiliate so as to be a reliable measutke salespeople are routine. P determines that tRé iIncome from certain sales of inventory.
of an arm’s length result under §§1.482-8(e)(2) andrm’s length compensation for salespeople is $3, $4,
1.482-1(c)(1), unless P weights the compensation ahd $5 in the United States, the United Kingdom,
traders more heavily than the compensation of maand Japan, respectively. Thus, P allocates $3, $4, .
keters or develops another method of measuring tlaad $5 to P, UKsub, and Jsub, respectively. (h) Income from a global deal-lng oper-
contribution of traders to the profitability of the  (iv) Although the back office function would not ation—(1) Purpose and scopélhis para-
global dealing operation. give rise to participant status, in the context of graph (h) provides rules for sourcing in-

Example 3. Total profit split.The facts are the residual profit split allocation, the back office func-come, gain and loss from a global dealing
same as in Example 2, ex_cgpt th_at, in P's gnnual rp_en is releva_nt for pur'pos_es of receiving remungraéperation that, under the rules of §1.482—
port to shareholders, P divides its operating profition for routine contributions to a global dealing_" .
from customer business into “dealing profit” andoperation. P determines that an arm’s length conﬁ’ is earned bY O_r allocated to_a. Contr(_)”ed
“trading profit.” Because both marketers and tradergensation for the back office is $20. Since the bad@xpayer qualifying as a participant in a
are involved in the dealing function, P divides theoffice services constitute routine contributions, $2@lobal dealing operation under §1.482—
“dealing _profit" betweemhe affiliates on the basis obf ipcome is glloc;_ated to UKsub undg( step 1 of thB(a)(Z)(ii). This paragraph (h) does not
the relative compensation of marketers e}nd tradense_sndual profit split method. Iny addition, P deter'apply to income earned by or allocated to
However, because only the traders contribute to thaines that the comparable arm’s length compensa- .
trading profit, P divides the trading profit betweention for the risk to which P is subject as counterpart§? controlled taxpayer qualifying as a par-
the affiliates on the basis of the relative compensas $40. Accordingly, $40 is allocated to P as comticipant in a global dealing operation that
tion only of the traders. In making that allocation, Fpensation for acting as counterparty to the transafs specifically sourced under sections 861,
must adjust the compensation of traders in Jsub tions entered into in P's name by Jsub and UKsub.gg2 qor 865, or to substitute payments
order to account for factors not related to job perfor- (v) The second step of the residual profit split . . . .
mance. method (§1.482-8(e)(6)(iii)) requires that the resid—eameq by a participant in a global dealing

Example 4. Total profit split.The facts are the ual profit be allocated to participants according Pperation that are sourced under §1.861—
same as in Example 1, except that P is required hige relative value of their nonroutine contributions2(a)(7) or §1.861-3(a)(6).
its regulators to hedge its customer positions ddnder P’s transfer pricing method, P allocates the (2) In genera|_ The source of any in-
much as possible and therefore does not earn argsidual profit of $120 ($192 gross income minu%ome’ gain or loss to which this section
“trading profit.” As a result, the marketing intangi- $12 salesperson commissions minus $20 payment_ . .
bles, such as customer relationships, are relativefgr back office services minus $40 compensation fo?ppIIes Sh_a" be determined _bY reference
more important than the intangibles used by traderthe routine contribution of acting as counterpartyfo the residence of the participant. For
Accordingly, P must weight the compensation ofising a multi-factor formula that reflects the relativgpurposes of this paragraph (h), the resi-

* * * * *
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dence of a participant shall be determinethat transactions between controlled taxe treated as income effectively connected with F's
under section 988(a)(3)(B). payers in a global dealing operation maj/-S- trade or business under §1.864—4.
i : ; - . . Example 2. Residual profit split between
(3) Qualified business units as partici-be used to allocate income, gain or Iosésranches (i) F is a bank organized in country X that
pants in global dealing operatioas(i) ~from the global dealing operation undep;s a AAA credit rating and engages in a global
In general. Except as otherwise providedthe rules of §1.482-8. dealing operation in foreign currency options
in this paragraph (h), where a single con- (iv) Deemed QBU.For purposes of through branch offices in London, New York, and
trolled taxpayer conducts a global dealinghis paragraph (h)(3), a QBU shall includér"ki"ob F h:S ﬁed'catlfdlmarlke‘ers i”d ”ager_s in
operation through one or more qualifiech U.S. trade or business that is deemed §3°" Pranch who work closely together to design
. . . . . . and sell foreign currency options that meet the par-
pusmess units (QBUs), as defined in se@xist becaus_e of the gctlvmes of a d_eperﬁ-cmar needs of customers. Each branch also em-
tion 989(a) and §1.989(a)-1, the source afent agent in the United States, withouiloys general salespeople who sell standardized for-

income, gain or loss generated by theegard to the books and records requir@ign currency options, as well as other financial

global dealing operation and earned by anent of §1.989(a)—1(b). pr‘zjd”“s arl‘(dfforeign C“”encz Oflier?d by F. F's
allocated to the controlled taxpayer shall (v) Examples. The following exam- :L‘Ztﬁrss rivi?(r m;?]rzgae dC(;Tgfcnh 1;) r(; nfh téir:isnzcﬁ'gszl
be determined by applying the rules oples illustrate this paragraph (h)(3). business hours. Accordingly, all three branches

share the responsibility for risk managing the book

81.482-8 as if each QBU that performs ,
Example 1. Use of comparable uncontrolled fi- - )
of products. Personnel in the home office of F

aCtIVItI-eS Of- 2 regular dealer m Secumle%amﬂal transactions method to source global dealf)rocess and confirm trades, reconcile trade tickets
as defined in 81.482-8(a)(2)(ii)(A) or theing income between branchesi) F is a foreign ' '

related activities described in 81.482-ank that acts as a market maker in foreign currenézl}‘?f.d provide ongoing administrative support (back
ice services) for the other branches. The global

8(a)(2)(ii)(B) were a separate controlledhrough branch offices in London, New York, anddealing operation has generated $223 of operating

taxpaver qualifving as a participant in thé‘okyo. In a typical business day, the foreign ex- . .
pay q. fy 9 . p. . P change desk in F's U.S. branch (USFX) enters intgrOf.l.t for the period. .
global dealing operation within the mean: (i) Under §1.863-3(h), F applies §1.482-8 to al-

: - . several hundred spot and forward contracts on tqgcate global dealing income among its branches
ing of 81.482-8(a)(2)(ii). Accordingly, interbank market to purchase and sell Deutscr})e '

the amount of income sourced in thenarks (DM) with unrelated third parties. Each ofcoauSe F'S London, New York, and Tokyo branches
are treated as participants in a global dealing opera-

United States and OUt_Side of the l_Jnited’S brancges,dlnclufdm% L_JSfFX,_employs bOt(T rT;_ariion that deals in foreign currency options under
States shall be determined by treating tHters and traders for their foreign currency dea N1 482_8(a)(2). After analyzing the foreign cur-

.. . . In addition, USFX occasionally transfers risk with . ) )
QBU as a participant in the global dealmgespect to its third party DM co?:tracts to F's London oY options business, I has determined that the

operation, allocating income to each parang Tokyo branches. These interbranch transfers residual profit split method is the best method to de-

.. s T ; efmine an arm’s length amount of compensation al-
ticipant under §1.482-8, as modified byentered into in the same manner as trades with unrg- o . pensa
I6cable to each participant in the global dealing op-

paragraph (h)(3)(ii) of this section, andated third parties. On a typical day, risk manage, .o

sourcing the income to the United State@ent responsibility for no more _than 10% of
USFX’s DM trades are transferred interbranch. FE

i i thod (81.482-8(e)(6)(ii)), F identifi d -
or outside of the United States underrecords these transfers by making notations on tme od (8 (e)(B)(i)), F identifies and com

fensates the routine contributions performed b
§1-863—3(h)(2)- books of each branch that is a party to the transfe?éa P y

.. : . . . ) ch participant. F determines that an arm’s length
(i) Economic effects of a single legalrhe accounting procedures are nearly identical tompensation for general salespeople is $3, $4, and

entity. In applying the principles of those followed when a branch enters into an offsefg iy New York, London, and Tokyo, respectively,

§1.482-8, the taxpayer shall take into adi"d hedge with a third party. USFX maintains conyn that the home office incurred $11 of expenses in
. éemporaneous records of its interbranch transfe oviding the back office services. Since F's capital

nd third party transactions, separated according fg ioati

: : : gally supports all of the obligations of the

a glOba.I d_eallng operation through a SlMype of trade and counterparty. Moreover, the Vol anches, no amount is allocated to the home office

gle entity instead of multiple legal enti-ume of USFX's DM spot purchases and sales eagl} r for the provision of capital.

ties. For example, since the entire capitdpy consistently provides USFX with third party (i) The second step of the residual profit split

of a corporation supports all of the en!ransf"i“:t':’)ns that ﬁrebcomsmpora”eous with theiethod (81.482-8(e)(6)(iii)) requires that the resid-

. . transfers between the branches. : ici i

tity’s transactions, regardless of where ual profit be allocated to participants according to

h . be booked (ii) As provided in paragraph (h)(3)(i) of this sec-iheir nonroutine contributions. F determines that a
those transactions may be booked, thgn, usFx and F's other branches that trade DM aRulti-factor formula best reflects these contribu-

p_ayr_ne_nt of a gua_lrantee fee Within the erparticipants in a global dealing operation. Accordtions. After a detailed functional analysis, and ap-
tity is inappropriate and will be disre-ingly, the principles of §1.482-8 apply in determinlying the comparability factors in §1.482-8(a)(3),
garded. ing the source of income earned by F's qualified09 of the residual profit is allocated to the London
. . business units that are participants in a global de -
(i) Treatment of interbranch and in- p p g ahranch, 35% to the New York branch, and the re

ing operation. Applying the comparability factors inmaining 25% to the Tokyo branch. Thus, the resid-
terdesk amountsAn agreement among §1.482-8(a)(3) shows that USFX's interbranchyal profit of $200 ($223 operating profit minus $12
QBUs of the same taxpayer to allocate irnransfers and uncontrolled DM-denominated spogeneral salesperson commissions minus $11 back
come, gain or loss from transactions witland forward contracts have no material differencesffice allocation) is allocated $80 to London (40%
third parties is not a transaction becauseBzfc""“S‘fj USFXf sells Ek)M in uncontrolied "a”_i"?‘l‘?a”oca“o” x $200), $70 to New York (35% x $200)
. .-tions and transfers risk management responsibilitynd $50 to Tokyo (25% x $200).

_taXpayer cannot enter into a contract Wlth)r DM-denominated contracts, and the uncontrolled Example 3)./ R(esidual pr())fit split—deemed
itself. For purposes of this paragraplansactions and interbranch transfers are consisranches. (i) P, a U.K. corporation, conducts a
(h)(3), however, such an agreement, inently entered into contemporaneously, the interglobal dealing operation in notional principal con-
cluding a risk transfer agreement (as déwanch transfers provide a reliable measure of amacts, directly and through a U.S. subsidiary
fined in §1.475(g)—2(b)) may be used to’lrm’s length allocation of third party income from(USsub) and a Japanese sqbsidiary (Jsul:_)). P is_ the
det ine th f alobal dealing i F's global dealing operation in DM-denominatedcounterparty to all transactions entered into with

etermine the source ot global dealing 1Nz, iacts. This allocation of third party income isthird parties. P, USsub, and Jsub each employ mar-
come from transactions with third partie§reated as U.S. source in accordance witketers and traders who work closely together to de-
in the same manner and to the same extegst.863-3(h) and 1.988-4(h) and accordingly wilign and sell derivative products to meet the particu-

(iii) Under the first step of the residual profit split
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lar needs of customers. USsub also employs persdth), the amounts allocated under the residual profit (ii) Special rule relating to a global
nel who process and confirm trades, reconcile tradsplit is sourced according to the residence of eaq}ea“ng operation.A U.S. trade or busi-
tickets and provide ongoing administrative supporparticipant to which it is allocated. . .
(back office services) for the global dealing opera- (vi) Because the $40 allocated to P consists og’less Sh,a" t,)e trea_tEd asa ma_‘te”al factor in
tion. The global dealing operation maintains a sineompensation for the use of capital, the allocation i§'€ re.al'zat'on of Income, gain or loss de-
gle common book for each type of risk, and the bookourced according to where the capital is employediived in a global dealing operation, as de-
is maintained where the head trader for that type @fccordingly, the $40 is sourced 35% to P's deemefined in §1.482—8(a)(2)(i), only if and to
risk is located. However, P, USsub, and Jsub hax®@BU in the United States under 8§1.863-3(N)(3)(iVihe extent that the U.S. trade or business
authorized a trader located in each of the other affiland 65% to non-U.S. sources. . . . :

ates to risk manage its books during periods when IS.a participant in the global dea“n,g oper-
the primary trading location is closed. This grant of * ok % k% % at'Fm under §1.8§3—3(h)(3), and income,
authority is necessary because marketers, regardless . . gain or loss realized by the U.S. trade or
of their location, are expected to sell all of the Par. 8. Sect_lc_m 1.863-7(a)(1) | usiness is U.S. source under 81.863-3(h)
group’s products, and need to receive pricing inforamended by revising the second SentenS‘? would be treated as U.S. source if
mation with respect to products during their clientsto read as follows: T

business hours, even if the booking location is §1.863-3(h) were to apply to such

closed. The global dealing operation has generat&il .863—7 Allocation of income amounts.

$1E(‘_,O)°E‘; operating prIOf't for thfelj’g”os-h o 2tiributable to certain notional principal . o x
ii) Because employees of USsub have authori :

to enter into contracts in the name of P, P is treate}épntraCtS under section 863(a). (5) * * *

as being engaged in a trade or business in the United koK % - N %o x
States through a deemed QBU. §1.863-3(h)(3)(iv). (@) Scope~(1) Introduction. This (vi)

Similarly, under U.S. principles, P would be treated€Ction does not apply to income from a (a) Certain income earned by a global
as being engaged in business in Japan throughSgction 988 transaction (as defined in segealing operation.Notwithstanding para-
QBU. Under §1.482-8(a)(2), P, USsub, and Jsub atpon 988(c) and §1.988-1(a)), or to incomgraph (c)(5)(ii) of this section, U.S. source
participants in the global dealing operation relatingrom g global dealing operation (as deinterest, including substitute interest as de-

to notional principal contracts. Additionally, under: ; _ : : . . N, .
§1.863-3()(3), the U.S. and Japanese OBUS a1r‘|ened in §1.482-8(a)(2)(i)) that is sourcedined in §1.861-2(a)(7), and dividend in

treated as participants in a global dealing operaticd{nder the rules of 81.863-3(h). *** come, including substitute dividends as
defined in 81.861-3(a)(6), derived by a

for purposes of sourcing the income from that opera- % * * . %

tion. Under §1.863-3(h), P applies the methods in participant in a global dealing operation,
§1.482-8 to determine the source of income allo- Pgr, 9, Section 1.864—4 is amended ag defined in §1.482-8(a)(2)(i), shall be
cated to the U.S. and non-U.S. QBUs of P. follows: treated as attributable to the foreign corpo-

(iii) After analyzing the notional principal con- . S, . .
tract business, P has concluded that the residual 1. Paragraphs (c)(2)(iv), (c)(2)(v),ration’s U.S. trade or business, only if and

profit split method is the best method to allocate in{C)(3)(ii), and (c)(5)(vi)@) and ) are re- to the extent that the income would be
come under §1.482-8 and to source income undéesignated as (c)(2)(v), (c)(2)(vi),treated as U.S. source if §1.863-3(h) were

§1(8|\/6)3L_Jrsifjr:e)r the first step of the residual profit split(C)(3)(iii)’ and (€)(3)(v)p) and ), re- to apply to such amounts.

g - TESICL spectively. Par. 10. Section 1.864—6 is amended as
method (81.482-8(e)(6)(ii)), P identifies and com- . .
pensates the routine contributions performed b 2. . New parag.raphs (€)(2)(iv), follows: ..
each participant. Although the back office functiorkC)(3)(ii), and (©)(5)(vi)@) are added. 1. Paragraph (b)(2)(iigp(3) and
does not give rise to participant status, in the context The additions read as follows: (b)(3)(ii)(c) are added.
of a residual profit split allocation, the back office 2. Paragraph (b)(3)(i) is revised by

function is relevant for purposes of receiving remu81.864—4 U-.S- source income effeCtlveWadding a new sentence after the last sen-
neration for a routine contribution to a global dealconnected with U.S. business.

ing operation. P determines that an arm’s length tence. . L

compensation for the back office is $20. Since the I T R S The additions and revision read as fol-
back office services constitute a routine contribu- lows:

tion, $20 of income is allocated to USsub under step (c)*x*

1 of the residual profit split method. Similarly, as  (2) * * * 81.864—6 Income, gain or loss

the arm’s length compensation for the risk to which  (iv) Special rule relating to a global attributable to an office or other fixed
P is subject as counterparty is $40, $40 is allocateflealing operation. An asset used in aplace of business in the United States.

to P as compensation for acting as counterparty. | | li : : :
) A in ration fined in
(v) The second step of the residual profit spli obal dealing operation, as defined * ok x K% %

method (§1.482-8(e)(6)(iil)) requires that the residS1-482-8(a)(2)(i), will be treated as an

ual profit be allocated to participants according t@SSet used in a U.S. trade or business only(b) * * *
the relative value of their nonroutine contributionsif and to the extent that the U.S. trade or (2) * * *
Under P’s transfer pricing method, P allocates thgsiness is a participant in the global (ii) * * *
residual profit of $120 ($180 gross income minu%ea”ng operation under §l.863—3(h)(3), (d) ***

$20 for back office services minus $40 compensa- . . -
P2 nd income, gain or loss produced by the (3) Certain income earned by a global

tion for the routine contribution of acting as counter-~ . / . . :
party) using a multi-factor formula that reflects the@SSet is U.S. source under §1.863-3(h) dealing operation.Notwithstanding para-
relative value of the nonroutine contributions. Apwould be treated as U.S. source i§raphs (b)(2)(ii)(a) or (b) of this section,
plying the comparability factors set out in §1.482-§1.863-3(h) were to apply to sucHoreign source interest, including substi-
8(a)(3), P allocates 40% of the residual profit to Pamounts. tute interest as defined in §1.861—2(a)(7),

35% of the residual profit to USsub, and the remain- o . . . .
° P or dividend income, including substitute

ing 25% of residual profit to Jsub. Accordingly, * * * * * . . .
under step 2, $48 is allocated to P, $42 is allocated to d'V'_dendS as dEf!n_ed In .§1-861—3(3)(6)a
USsub, and $30 is allocated to Jsub. Under §1.863— (3) * * * derived by a participant in a global deal-
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ing operation, as defined in §1.482—- A American Friends of the Institute of
8(a)(2)(i) shall be treated as attributable to p,r 12 Section 1.988-4 is amended as 1&lmudic Studies, Inc., Lakewood, NJ

the foreign corporation’s U.S. trade okg|ows: Apex Capital, Inc., Cleveland, OH
business only if and to the extent that the | Paragraph (h) is redesignated J3aton Rouge Rehab Community Homes,
income would be treated as U.S. source Haragraph Q). Bossier City, LA
§1.863-3(h) were to apply to such 5 "Apnew paragraph (h) is added. Boston Foundation, Leavenworth, KS
amounts. *** The addition and revision read as folBright Light Corp., Atlanta, GA

(3) *** lows: California Compact Inc., Phoenix, AZ

(i) * * * Notwithstanding paragraphs Childrens Educational Project, Inc., New
(b)(3)(1)(1) and @) of this section, an of- §1.988-4 Source of gain or loss realized  York, NY
fice or other fixed place of business of @n a section 988 transfer. Childrens Trust Fund of Northeast
nonresident alien individual or a foreign T, Florida, Inc., Pensacola, FL
corporation which is located in the United Childrens Wildlife Preserve, Tucson, AZ

States and which is a participant in a (h) Exchange gain or loss from acChips of New Jersey Inc., Caldwell, NJ
global dealing operation, as defined imglobal dealing operation.Notwithstand- Christian Foreign Missions Inc., Phoenix
§1.482-8(a)(2)(i), shall be considered ting the provisions of this section, ex- Az

be a material factor in the realization othange gain or loss derived by a particichristian Haitian American Community
foreign source income, gain or loss, onlpant in a global dealing operation, as Services, Inc., Miami, FL

if and to the extent that such income, gaidefined in §1.482-8(a)(2)(i), shall bechristian Health Institute and Wellness
or loss would be treated as U.S. source sfourced under the rules set forth in center, Inc., Bloomfield, NJ

§1.863-3(h) were to apply to suctg1.863-3(h). Christian Lighthome Network Inc.,
am.(.JuPis; I, Tallahassee, FL

(ii) _ _ Coleman Community Foundation,

(c) Property sales in a global dealing Michael P. Dolan Coleman, OK
operation. Notwithstanding paragraphs . \¢ College Attain Inc., Royal Palm Beach
(b)(3)(ii)(a) or (b) of this section, per- Deputy Commissioner of ~C2<0 Y

; . . Internal Revenue.
sonal property described in section College Hispanic Council Inc., Miami,
1221(1) and sold in the active conduct ofriled by the Office of the Federal Register on |
a taxpayer’s global dealing operation, allarch 2, 1998, at 1:50 p.m., and published in th . .
defin(Sd )i/n 81 ?182—8(a)(2)(i£)4 Sﬁa” be rei_ssue of the Federal Register for March 6, 1998, Gg:ommumty Language Institute, San
: ' Prétr 11177 Rafael, CA

sumed_ to have_ beep_sold for_ use, con- Comstock Foundation, Phoenix, AZ
sumption, or disposition outside of the Concerned Americans for Cultural
thJ}nlt.ed States only |f|and :O thﬁ. ethtim th?I’foundations Status of Certain Change, Southfield, Ml

1€ Income, gain or 10ss 1o which the Sa@rganizations Concerned Citizens Against Drugs,
gives rise would be sourced outside of th Painesville. OH

United States if §1.863-3(h) were toannouncement 98-29 Conference of Community Health

apply to such amounts. .. .
pIggllr 11. Section 1.894-1 is amended as 1 ne following organizations have Centers, Inc., Cincinnat, OH
follows: ' failed to establish or have been unable tgongregations Allied for Community

- - aintain their status as public charities or Improvement, Saint Louis, MO

pa%ég;;;a(ger)aph (d) Is redesignated d;s“ls operating foundatioFrjls. AccordinglyCouncil for Marriage Preservation &

2. New paragraph (d) is added. grantors and contributors may not, after Divorce Resolution, Inc., Fort

The addition reads as follows- this date, rely on previous rulings or des- Lauderdale, FL

ignations in the Cumulative List of Orga-Counseling and Enrichment Center Inc.,

§1.894-1 Income affected by treaty.  nizations (Publication 78), or on the pre- Columbus, GA
sumption arising from the filing of noticesCoventry People Enhancing a Child’s
under section 508(b) of the Code. This Environment, Incorporated, Cleveland

(d) Income from a global dealing oper-listing doesnotindicate that the organiza- Hts, OH
ation. If a taxpayer that is engaged in dions have lost their status as organizg-reating Opportunities for Parent
global dealing operation, as defined iions described in section 501(c)(3), eligi- Empowerment Coalition, Washington,
81.482-8(a)(2)(i), has a permanent estable to receive deductible contributions. DC
lishment in the United States under the Former Public CharitiesThe following Creative Directions of Acadiana Inc.,
principles of an applicable U.S. incomeorganizations (which have been treated as Scott, LA
tax treaty, the principles of §1.863-3(h)prganizations that are not private foundaCreative Learning and Child Care,
81.864—4(c)(2)(iv), 81.864-4(c)(3)(ii), tions described in section 509(a) of the Severn, MD
§1.864-4(c)(5)(vi)(a) or 81.864—Code) are now classified as private foun€rescendo, The Tampa Bay Womyns

* * * * *

6(b)(2)(ii)(d)(3) shall apply for purposesdations: Chorus, Inc., Tampa, FL
of determining the income attributable toAhepa Ypsilanti Chapter No. 118 Criminal Justice Policy Foundation,
that U.S. permanent establishment. Foundation, Toledo, OH Boston, MA
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Crisis Pregnancy Center of Jefferson
County, Mount Vernon, IL

Cultural Crossovers, Inc., New York, NY

Deedco Gardens Inc., Miami, FL

Dream Maker Charitable Trust, Bethany,
OK

Emerald Isle Immigration Center Inc.,
Pompano Beach, FL

Emergency Assistance Program, West
Branch, Ml

Emet Services Incorporated,
Philadelphia, PA

Englewood Hispanic Association Inc.,
Englewood, NJ

Englewood Social Services, Chicago, IL

Enterprise Developmental, Bethesda, mpi€alth and Education Services, Inc.,

Environmental Communications,
Phoenix, AZ

Everlasting Tape Ministry and Caption
Service, Vancouver, WA

Florida Section American Water
Resources Association Inc., Boynton
Beach, FL

Floyd County Token Club Inc., New
Albany, IN

Floyd County Youth Services Coalition
Inc., New Albany, IN

Flyt Gymnastics Team Association,
Chicago, IL

Focus Inc., Columbia, TN

Focus Children Center LTD,
Albuquerque, NM

Fort Worth Educational Council Inc., Fort
Worth, TX

Foundation for Tropical Research and
Exploration, Chicago, IL

Foundation Lighthouse Inc., Lincoln, NE

Foundation of America, Salt Lake City,
uT

Foundation on Aging, Merriam, KS

Foundation To Save Our Childrens
Environment, Tulsa, OK

The Francesa Ronnie Primus Foundation Ty

Inc., W. Hempstead, NY

Good News Foundation of Central NY,
Inc., Utica, NY

Greater Houston Sports Association Inc.,
Houston, TX

Greater Indianapolis Track Club Inc.,
Indianapolis, IN

Greater Kansas City Football Coaches
Association, Blue Springs, MO

Greater Louisville Council on Sexual
Health and Addiction Inc., Louisville,
KY

Greater Melbourne Soccer Association
Inc., Palm Bay, FL

1998-16 |.R.B.

Greater Piedmont Foundation Inc., Lathrup Village Historical Society Inc.,
Greensboro, NC Lathrup Village, Ml
Greater St. Louis Construction WorkforceLatin American Association of North
Coaalition, St. Louis, MO Carolina-LAANC, Raleigh, NC
Greene County Fair Housing Advisory  Latin-American Ethnic Foundation,
Board, Xenia, OH Shawnee, KS
Greene County Landmarks Foundation Latino Civil Rights Task Force,
Inc., Bloomfield, IN Washington, DC
Greensboro Homeless Workers Inc., Lewis Group Home Inc., Canton, OH
Snow Camp, NC Liberian After War Relief Fund Inc.,
Greenville Theatre Arts Center Inc., Alexandria, VA
Greenville, NC Liberty Air Museum Inc., Elyria, OH
Greenwood Foundation Inc., Tulsa, OK Liberty Place Inc., Garden City, KS
Hatpeth Terrace Health Center, Franklin,Libros Para Ninos, St. Paul, MN
TN Licking Arc Apartments Inc., Newark,
OH
Life Athletes Inc., Chatham, NJ
Home of Hope Inc., Jacksonville, FL Living Water Evangelistic Association,
Homebound Elderly Rehabilitative Irmo, SC
Opportunities Foundation, Dover, DE Livingston Council for Accessible
Homeless Assistance Organization, Housing Inc., West Orange, NJ

Beverly, MA

Inkster, Ml Longmont High School Education
Horizon Community Residence, Foundation Inc., Longmont, CO

Houston, TX Longwood Babe Ruth Baseball League of
Horry County Air Rescue Inc., Myrtle Seminole County Inc., Longwood, FL

Beach, SC Loramie Watershed Association Inc., Fort
Horses for the Handicapped Inc., Loramie, OH

Hollywood, FL Lord Berkeley Conservation Trust,

Hospice Care of Carroll County Inc.,
Carrollton, GA

Hospice Foundation of Cross Timbers
Inc., Abilene, TX

Moncks Corner, SC
Lords Table of Indian River County Inc.,
Sebastian, FL
Melville House, Inc., Roslyn, NY
Hospice of Cheat River Inc., Saint Metropolitan Entertainment, Sterling
George, WV Heights, Ml
Hospice of Mercy Foundation, Mexia, TX Montezuma County Hospital District
Innovative Human Services Corporation, Foundation, Inc., Cortez, CO
Southfield, Ml Montgomery County Animal Alliance
Institute for Educational Research for Inc., Kensington, MD
African American Male Study, New  Montgomery County School Safety
Orleans, LA Committee, Inc., Rockville, MD
Italian Village and Cultural Center National Smokejumpers Association,
Incorporated, Torrance, CA Missoula, MT
Jewish Outreach Center Inc., Richardsor\ational Soccer Foundation,
Miamisburg, OH
Jim Burkeholder Family Learning CenterNational South Asian AIDS Organization,
Inc., Lubbock, TX River Forest, IL
Kendall County Community Health Native American Alliance of Ohio,

Center Inc., Boerne, TX Thornville, OH

Kenosis Inc., New Orleans, LA Native American Expressions Inc., Fort

Kensington Court Inc., Norfolk, VA Pierre, SD

Kincaid Community Composting, Inc., Navajo School Alumni Association,
Marietta, GA Altus, OK

The Kings College Foundation, Inc., Naval Home Memorial Windows
Albany, NY Committee, Inc., Gulfport, MS

Last Chance for Life Inc., Oklahoma Nawake Conference & Retreat Center,
City, OK Inc., Newport, AR

Latch Key Center of Memphis, Memphis,Nebraska Environment Education,
TN Wahoo, NE
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Nebraska Health-Fitness Coalition for Ragged Mountain Wolf Rescue Fund
Youth, Lincoln, NE Inc., Marble, CO

Nebraska Homeless Veterans Shelters Rainbow Falls Corporation, Wichita
Programs, Inc., Lincoln, NE Falls, TX

Nebraska Law Enforcement Intelligence Rainbow Promise Ministries, Denver,
Network, Plattsmouth, NE CO

Neighborhood Rehabilitation Center,
Inc., Arlington, TX Committee, Inc., Englewood, CO

New York Retinal Research Foundation, Randolph Advocates for the
Inc., New York, NY Developmentally Disabled, Asheboro

Northeastern Lumber Manufacturers NC
Institute, Cumberland Center, ME

Oak Lawn Community House Inc., In Texas, El Paso, TX

Dallas, TX Raton Rodeo Association, Raton, NM
Oakland County Express, Farmington R Center Inc., Houston, TX
Hills, Ml Regional Environmental Monitoring

Ocean Kids, Inc., New York, NY
Ocala Youth Baseball Association Inc.,

Association, Inc., Beaver Falls, PA

Ocala, FL Tucson, AZ
Operation Shelter Inc., Grosse Pointe Remember My Name Committee,
Park, Ml Lansing, Ml

Orange-Calhoun-Allendale-Bamberg Renaissance Club Inc., Arlington, VA
Community Development Corporation,Renewable Resources Fellowship LTD,
Bamberg, SC Peoria, IL

P.A.B. Alumni, Chicago, IL Rennebaum Foundation for the Arts,

Pam Foundation Inc., Tampa, FL Middlesboro, KY

P.C. Development Corporation, Port Research Center for Experimental
Clinton, OH Theatre—RECET, Philadelphia, PA

The Penobscot Center for Marine Studie®Research Fund Inc., Laytonsville, MD
Inc., West Buxton, ME Resident Advisory Board of Southward

Pineywoods Art League of East Texas, Village Annex, Inc., Ft. Myers, FL
Jasper, TX Resident Council of Pecan Grove,

Polish American Club, Columbus, OH Paragould, AR

Ponca Hills Preservation Association Residing in Group Housing Together—
Inc., Omaha, NE RIGHT, Washington, DC

Porcine Interest Group Inc., Columbus, Resource for Christian Leadership, Inc.
OH Charleston, SC

Port Aransas Council for the Arts Inc.,  Restaurants United To Serve the
Port Aransas, TX

Producciones Flor De Cabhillo Inc., Rio
Piedras, PR

Professional Female Politicians,
Greensboro, NC

Professional Sports Linkage Inc.,
Minneapolis, MN

PA
IL

Robert Chesley Foundation, Inc., Los

Rabun County Interagency Coalition, Angeles, CA
Dillard, GA Rotary Club of Big Rapids Foundation,
Racquetball 96 Inc., Atlanta, GA Big Rapids, Ml
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Relationship Enhancement Foundation,

Rotary Foundation of South Miami, Inc.,
Miami, FL

Routt County Sheriffs Reserve Inc.,
Steamboat Springs, CO

Royal Mohammed Ali Pasha Foundation,
Washington, DC

Rampart Range Motorcycle ManagemenRPFD & ND Inc., Jackson, MS

Ruby Life Memorial Scholarship
Corporation, Corinth, MS
, Rubys Daycare Center Inc., Jackson,
MS

Rangers Youth Athletic Organization Inc. Running Creek Counseling Service,

Franktown, CO

Rural Affordable Housing Inc., Tempe,
AZ

Rural Enterprise Adaptation Program,
Cedar Rapids, IA

Rural Opportunities Corporation,
Carrboro, NC

Sada-Sewa Foundation Inc., Baldwin,
NY

Save theC S S Alabama Committee,
Mobile, AL

Save West Virginia Jobs, Inc., Fairmont,
wv

S E E DMinistries Inc., Somerville, TX

S E L FInc., Peoria, IL

Ship 364, Inc., Virginia Beach, VA

Southern Indiana Family Education, Inc.,
Columbus, IN

Supernal Initiatives Inc., Lexington, KY

The Terezin Foundation, Inc., New York,
NY

Triway Athletic Booster Club, Wooster,
OH
If an organization listed above submits

' information that warrants the renewal of its
classification as a public charity or as a pri-
vate operating foundation, the Internal

Homeless, Inc., Ponte Vedra Beach, FlRevenue Service will issue a ruling or de-
Restoration Ministries Inc., Philadelphia, termination letter with the revised classifi-

cation as to foundation status. Grantors and

Restorers-Teachers and Friends, Chicaggentributors may thereafter rely upon such

ruling or determination letter as provided

Return to Life House Inc., Red Bank, NJin section 1.509(a)-7 of the Income Tax

Regulations. It is not the practice of the
Service to announce such revised classifi-
cation of foundation status in the Internal
Revenue Bulletin.
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Definition of Terms

Revenue rulings and revenue procedurgdies to both A and B, the prior ruling isnew ruling does more than restate the
(hereinafter referred to as “rulings”) that modified because it corrects a publishedubstance of a prior ruling, a combination
have an effect on previous rulings use thgosition. (Compare wittamplifiedand of terms is used. For examplaodified
following defined terms to describe theclarified, above). and supersededlescribes a situation
effect: Obsoleteddescribes a previously pub-where the substance of a previously pub-
Amplified describes a situation wherelished ruling that is not considered detertished ruling is being changed in part and
no change is being made in a prior pubminative with respect to future transacis continued without change in part and it
lished position, but the prior position istions. This term is most commonly useds desired to restate the valid portion of
being extended to apply to a variation oin a ruling that lists previously publishedthe previously published ruling in a new
the fact situation set forth therein. Thustulings that are obsoleted because afiling that is self contained. In this case
if an earlier ruling held that a principlechanges in law or regulations. A rulingthe previously published ruling is first
applied to A, and the new ruling holdsmay also be obsoleted because the sutmodified and then, as modified, is super-
that the same principle also applies to Bstance has been included in regulatiorseded.
the earlier ruling is amplified. (Comparesubsequently adopted. Supplementeds used in situations in
with modified below). Revokedlescribes situations where thavhich a list, such as a list of the names of
Clarified is used in those instancegosition in the previously published rul-countries, is published in a ruling and
where the language in a prior ruling isng is not correct and the correct positiothat list is expanded by adding further
being made clear because the languagebeing stated in the new ruling. names in subsequent rulings. After the
has caused, or may cause, some confu-Supersededescribes a situation whereoriginal ruling has been supplemented
sion. It is not used where a position in éhe new ruling does nothing more tharseveral times, a new ruling may be pub-
prior ruling is being changed. restate the substance and situation oflshed that includes the list in the original
Distinguisheddescribes a situation previously published ruling (or rulings).ruling and the additions, and supersedes
where a ruling mentions a previouslyThus, the term is used to republish undell prior rulings in the series.
published ruling and points out an esserthe 1986 Code and regulations the same Suspendeds used in rare situations to
tial difference between them. position published under the 1939 Codshow that the previous published rulings
Modified is used where the substancand regulations. The term is also usedill not be applied pending some future
of a previously published position iswhen it is desired to republish in a singlaction such as the issuance of new or
being changed. Thus, if a prior rulingruling a series of situations, names, etcamended regulations, the outcome of
held that a principle applied to A but nothat were previously published over a pecases in litigation, or the outcome of a
to B, and the new ruling holds that it apfiod of time in separate rulings. If theService study.

E.O—Executive Order. PHC—Personal Holding Company.

AbbreV|at|0nS ER—Employer. PO—Possession of the U.S.

ThelfoIIow(ijng_ﬁlbbreviati‘ons in C'Ur|remblt‘jsr? ?jn_d f?{'ERISA—Emponee Retirement Income Security Act.PR—Partner.
merly used will appear in material published in the_, = PRS_Partnership.

Bulletin.

B F—Fiduciary. PTE—Prohibited Transaction Exemption.
A_Ind'V'duél' FC—Foreign Country. Pub. L—Public Law.
gflifc.gwelscence. FICA—Federal Insurance Contribution Act. REIT—Real Estate Investment Trust.

BE nBIVI ;J_a_' FISC—Foreign International Sales Company. Rev. Proc—Revenue Procedure.
BK_BenE iciary. FPH—Foreign Personal Holding Company. Rev. Ruk—Revenue Ruling.
—Bank. . -
F.R—Federal Register. S—Subsidiary.
B.T.A—Board of Tax Appeals.
C —individual FUTA—Federal Unemployment Tax Act. S.P.R—Statements of Procedral Rules.

C.B—Cumulative Bulletin.
CFR—Code of Federal Regulations.

FX—Foreign Corporation.

G.C.M—Chief Counsel’s Memorandum.

Stat—Statutes at Large.
T—Target Corporation.

Cl—City. GE—Grantee. T.C—Tax Court.

COOR—Cooperative. GP—General Partner. T.D—Treasury Decision.
Ct.D—Court Decision. GR—Grantor. TFE—Transferee.

CY—County. IC—Insurance Company. TFR—Transferor.

D—Decedent. I.R.B—Internal Revenue Bulletin. T.I.R—Technical Information Release.
DC—Dummy Corporation. LE—Lessee. TP—Taxpayer.

DE—Donee. LP—Limited Partner. TR—Trust.

Del. Order—Delegation Order. LR—Lessor. TT—Trustee.

DISG—Domestic International Sales Corporation. M—Minor. U.S.C—United States Code.
DR—Donor. Nonacg—Nonacquiescence. X—Corporation.

E—Estate. O—Organization. Y—Corporation.

EE—Employee. P—Parent Corporation. Z—Corporation.
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